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HOW TO AUDIT 
A BANK 


By MARSHALL C. CORNS 


Tos new book is a practical guide to bank auditing 
routine and procedure. It is designed not only to 
show how to audit any bank as required by law but 
discusses in detail the responsibilities of directors, the 
pitfalls of bank management and operation, and the 
positive protectional and precautionary controls to 
set up so as to avoid embezzlements and defalcations. 
It contains many samples, schedules and forms used 
in undertaking an audit so that it is complete in every 
way. 


The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president 
in both city and country banks, large and small. 


Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, offi- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 
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TRUST ADMINISTRATION 
and TAXATION 


by Walter L. Nossaman 


Quick, Practical ANSWERS for the Trustee 


The trust administrator faces hundreds of questions during busy days when 
his time for reading is limited. This work is designed to supply carefully 
researched and documented answers, on a practical level, with a minimum of 
theoretical and historical discussion. 


TRUST FORMS WITH ALTERNATE CLAUSES — a comprehensive collec- 
tion is given in Volume 2. Any combination of purposes can be achieved 
through the use of hundreds of variant clauses. All drafted with tax saving 
objectives in mind (full consideration of short term inter-vivos trusts, marital 
deduction trusts, etc.). All drafted with such precision and respect for 
detail that they function as omission-proof check lists before finalizing any and 
all papers. 


TAXATION — full coverage of all questions with which an administrator must 
deal is given in Volume 2. Gift taxation and other related matters are con- 
sidered as well as pension and profit sharing trusts, exempt trusts, conflict in 
state laws, etc. This coverage, always to date, completes the collection of all 
information which a working trustee must deal with—all integrated in two, easy- 
to-use volumes. 


SCOPE — Chapters 1 to 14 have to do with questions of validity—whether 
a trust exists—or with validity of particular provisions; also, with interpretation 
of the trust or some of its provisions. Chapters 15 to 19 deal with questions of 
principal and income. Chapters 20 to 25 deal with the rights of beneficiaries, 
settlors, creditors, etc., and with certain liabilities of the trustee. Chapters 
26 to 35 deal with purely administrative problems but include court proceed- 
ings, their occasions and results. Chapter 36 deals with powers of appoint- 
ment. Following Chapter 36, an entire volume is devoted to three things: 
taxation and forms, as outlined above, and the general index. 
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This book is designed to be used not only as a reference book to 
give information about any specific bank operating problem but 
also to be read from beginning to end in order to show the reader 
what many different banks are doing to improve their operations 
and make their daily work more efficient. 436 experiences of banks 
all over the country are described. 


With this book available at your own desk you have before you the 
profitable experiences of many successful banks. 


Topics are arranged alphabetically. For example, under LOANS 
there is given a long list of cross references to other topics in the 
book that discuss various kinds of loans. By reading these cross- 
referenced topics and all the topics under loans you will find the 
complete story on loan practices of many different banks—informa- 
tion useful in checking your own methods. 
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The Open-End Mortgage — 
Future Advances: A Survey 


The relation of a mortgage to the obligation which it secures 
gives rise to many issues in the law of mortgages. The mort- 
gage to secure future advances, or deed of trust in the nature 
of a mortgage as security for future debts, has been litigated 
upon and discussed in all of the jurisdictions throughout the 
country.’ This seems to be the basis of the so-called Open-End 
Mortgage’ which is no more than the security interest given by 
a borrower to secure an indebtedness providing for payments 
by the mortgagee in future installments,’ or to include addition- 
al obligations on behalf of the borrower-mortgagor.* 


The popularity of this credit device has become recognized 
by the practitioners who deal with finance and security trans- 
actions’ as well as legal writers of the day. The continued use 
of the open-end mortgage has given rise to such descriptive 


This article is reprinted with the permission of the editors of the DE PAUL LAW 
REVIEW, published by De Paul University College of Law, Chicago 1, Illinois. 


1 Validity of Mortgage Securing Unlimited Future Advances, 81 A.L.R. 631 (1932). 


2 The term “open-end mortgage” seems to be one used by the practitioner, but the 
writer was unable to find any legal authority for this terminology. Mortgage to secure 
future advances seems to be the accepted legal terminology. 


3 This has been commonly referred to as a construction loan. The borrower becomes 
indebted to the lender for the full amount of the loan upon execution and the lender 
becomes obligated to advance money at various stages of construction. Tompkins v. 
Little Rock & Ft. St. Railway, 15 Fed. 6 (1882); Crane v. Deming, 7 Conn. $87 (1829) ; 
Hyman v. Hauff, 188 N.Y. 48, 33 N.E. 735 (1898); Good v. Woodruff, 208 Ill.App. 147 
(1917). 

4 These additional obligations may be obligatory on behalf of the mortgagee or merely 
optional. See footnote 17 infra. 

5 Mintz, Open-End Mortgages, The Ohio Savings and Loan Record; November 1954, p. 17; 
Russell and Prather, Open-end Advances and the Federal Lien, Legal Bulletin of the 
US. Savings and Loan League, Sept. 1954; Russell and Prather, The Flexible Mortgage 
Contract, Legal Bulletin of the U.S. Savings and Loan League, Sept. 1953. 


6 Updike, Mortgages, 30 N.Y.U.L. Rev, 807 (1955). 
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words as Dragnet Clause,’ Anaconda Mortgage,’ or just plain 
Mortgage to Secure Future Advances,’ all of which terms have 
the connotation of payments to be made by the lender at some 
time in the future after the debt is created, or the extension 
of the debt to obligations not yet in existence at the time of the 
transaction. 


This type of financing has been found to be advantageous 
from the point of view of both the borrower and lender pri- 
marily to provide for the construction, repair or improvement 
of mortgaged property. The borrower can avoid short-term, 
high-rate consumer financing, and FHA Title I loans which 
are restricted to home improvements for limited purposes.” 
This results in the borrower getting credit on the easiest pos- 
sible terms at the lowest possible cost. The borrower may also 
save interest on the surplus of the loan until ready to use it, 
thereby allowing an opportunity to invest it in the interim. 
Refinancing charges are saved” and, correspondingly, the 
higher rates of interest incident to such transactions are elim- 
inated. 


The future advance may be repaid at the same monthly 
payment rate over an extended period of time or at an increased 
monthly payment over the original terms of the first mortgage. 
Kither of these two methods avoids the restriction placed upon 


7 First v. Byrne, 238 Iowa 712, 28 N.W. 2d 509 (1947); Walters v. Merchants & Manu- 
facturers Bank, 218 Miss. 777, 67 So. 2d 714 (1953). When a mortgage is given to secure 
a specific indebtedness and is extended to all other debts that may be owing or may 
thereafter be contracted by the mortgagor it is called a “Dragnet Clause.” It is to be 
carefully scrutinized and strictly construed against the mortgagor since “Dragnet” 
clauses are not highly regarded in equity. 

8 Berger v. Fuller, 180 Ark. $372, 21 S.W. 2d 419 (1929). The description is given where 
the mortgage is given to secure “any indebtedness of whatsoever sort or nature that 
may be due from mortgagors to mortgagees at the time of foreclosing this mortgage.” 
The court said in the Berger case, “. . . by their broad and general terms they enwrap 
the unsuspecting debtor in the folds of indebtedness embraced and secured in the 
mortgage which he did not contemplate. ...” Both the “Dragnet Clause” and “Anaconda 
Mortgage” are broad extensions of the mortgage to secure future advances. 


91 Jones, Mortgages § 446 (8th ed., 1928). 


10 In order for the V.A. to insure a mortgage to secure future advances the loan must 
be used only for repairs and structural improvements, it cannot exceed $2,500 and it 
must mature in three years and thirty-two days. 48 Stat. 1246 (1984), as amended, 
12 US.C.A. § 1708 (Supp., 1954). 


11 Shaker Savings Association of Ohio charges $2.50 for a title letter to protect the 
Association against possibility of any change in the title and $10.00 service charge for 
handling the transaction, 
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borrowers under FHA Title I loans of repayment within 3 
years and 82 days.” 

The marketability of property with a first mortgage, es- 
pecially if securing bonds, also creates quite an advantage to 
the borrower. Thus this type of financing will allow the bor- 
rower to buy better merchandise and improve the security so 
as to enhance the value of his original investment. 

The lender, in dealing with the same parties, can determine 
their past record of performance, and continuous dealings for 
the future will be promoted, resulting in increased business for 
the lender. The expense and inconvenience of excuting a new 
security on each new transaction is eliminated, and the mort- 
gagee has the ability to advance the money as the value of the 
property is increased, thereby getting a security commensurate 
with the outlay. 

Examples of how this credit device is being used are: con- 
struction or improvement loans with installments to be ad- 
vanced as the work progresses, mortgages by way of indemnity 
for prospective indorsements, guarantees and accommodations 
of commercial paper to be issued by the mortgagor, fluctuating 
current balances under lines of credit established with the mort- 
gagee, and as security for a bond issue or a series of bond 
issues.”® 


VALIDITY 


The validity of the mortgage to secure future advances as 
a security interest is fully recognized today™ in the absence of 
statute as long as it was entered into in good faith.” The ex- 


12. On a $1,000 three-year Title I Loan, for example, you would have to pay $31.94 per 
month. Under an open-end mortgage the same $1,000 advanced at 4%4 per cent interest 
would cost only $7.56 per month if the mortgage continued for another 15 years. 

13 Osborne, Handbook of the Law of Mortgages § 118 (1951). The writer is not familiar 
with the extent of the practical use of mortgages to secure future advances; however, it 
is settled that they may be used with chattels as well as realty for security. 

Buck Co. v. Buck, 162 Cal. 300, 122 Pac. 466 (1912); Preble v. Conger, 66 III. 370 
(1872); Speer v. Skinner, 35 Ill. 282 (1864) (no distinction between a mortgage on 
real estate and chattels) . 

14 The Commercial Bank v. Cunningham, 41 Mass. 270, 274 (1888) (“We think it clear 
that a mortgage made bona fide, for the purpose of securing future debts, expected to be 
contracted in the course of dealings between the parties, is a good and valid security.”). 
See also U.S. v. Hooe, $ Cranch (US.) 78, (1805); Frank H. Buck Co. v. Buck, 162 Cal. 
$00, 122 Pac. 466 (1912); Tapia v. Demartini, 77 Cal. $83, 19 Pac: 641 (1888); Collins v. 
Carlile, 13 Ill. 254 (1851); Everist v. Carter, 202 Iowa 498, 210 N.W. 559 (1926); First 
Nat’l Bank of Jackson v. Taulbee, 279 Ky. 153, 180 S.W.2d 48 (1989); Batten v. Jurist, 
806 Pa. 64, 158 Atl. 557 (19382). 

15 Tapia v. Demartini, 77 Cal. 388, 19 Pac. 641 (1888); Speer v. Skinner, 35 Ill. 282 
(1864) ; First Nat’l Bank of Jackson v. Taulbee, 279 Ky. 158, 180 S.W.2d 48 (1989). 
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tent of its validity will then depend upon its classification and 
the jurisdiction in which it is to be interpreted. Generally, 
the mortgagee’s duty under the transaction may be classified 
as obligatory or optional, giving rise to either obligatory ad- 
vances or optional advances. 


The mortgage may take one of several forms or a combina- 
tion thereof. First, it may state a certain amount has been 
presently loaned when in fact a balance is to be advanced at a 
later time,” or it may declare a definite sum, part of which is 
to be disbursed by the mortgagee at specified intervals or time. 
Then again, the contract might provide it is to secure future 
advances without stating a limit. So in order to fully appraise 
any subsequent purchaser or second creditor of the true nature 
of the transaction, it may be best to state it is for future ad- 
vances and also set a maximum limit. 


The particular format adopted and the intention of the 
parties expressed therein can give rise to the obligatory ad- 
vance, which binds the mortgagee, by his contract, at the in- 
ception to lend a definite amount of money to be paid out in 
future installments to the mortgagor or a third party. Or it 
can give rise to an optional advance, which is one the mortgagee 
is not obliged to make and presumably one which he is not 
entitled to make other than upon the specific request or with 
the consent of the mortgagor.” 


The validity of the mortgage to secure obligatory future 
advances under the common law has been upheld repeatedly by 
the courts. The obligation accrues on the delivery of the notes 
and mortgage, and the lien attaches on recordation.** As it has 
been stated: 


A mortgage or judgment may be taken and held as a secur- 
ity for future advances and responsibilities to the extent of it, 
when this is a constituent part of the original agreement; and 
the future advances will be covered by the lien, in preference 


16 See footnote 26 infra relating to possibility of fraud upon subsequent purchasers and 
encumbrancers. 


17 Priority of lien ef well depend upon whether or not the advance was optional or 
obligatory on behalf of the mortgagee. 

18 Crane v. Deming, 7 Conn. 387 (1829); Good v. Woodruff, 208 Ill. App. 147 (1917); 
Schimberg v. Waite, 93 Ill. App. 180 (1900), 
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to the claim under a junior intervening incumbrance, with no- 
tice of the agreement.” 

The mortgage to secure optional future advances as long 
as entered into bona fide is valid;” but as to how far the extent 
of its validity reaches is somewhat of a question, and the inter- 
vention of a second creditor or subsequent purchaser compli- 
cates the problem somewhat.” And it may be noted that the 
validity of the mortgage to secure future advances is not af- 
fected by the fact that the advances are to be made in materials 
for building instead of money.” 


The validity of the mortgage to secure future advances 
arises basically out of original contract, and it is definitely 
settled that as between the original parties, mortgagor and 
mortgagee, the legal significance given to such a transaction 
affects those parties. But as between the mortgagee and the 
transferee of the original mortgagor the mortgagee will not be 
protected as to future advances to said transferee.” 


DESCRIPTION OF THE DEBT 


The debt is considered the life of the mortgage so that 
the invalidity of the debt or obligation would make the mort- 
gage unenforcible and, correspondingly, the non-existence of a 
debt between the parties prevents a conveyance from becoming 
operative as a mortgage and attaching as a lien. With this in 
mind the question arises as to what is the nature of the debt 
which is secured by a mortgage for future advances. 


The general form of the obligation has been touched upon 
previously. Courts have been liberal to construe the agree- 
ment to include future advances,” for parol evidence may be 
used to prove an oral agreement that future advances were to 


19 4 Kent, Commentaries on American Law 175 (14th ed., 1901). 

20 Lovelace v. Webb, 62 Ala. 271 (1878); Crane v. Deming, 7 Conn. $87 (1829); The 
Commercial Bank v. Cunningham, 41 Mass. 270 (1883). 

21 After the second lien or encumbrance attaches the question of priority arises. The 
question as to which lien will prevail is dealt with infra page 81. 

22 Tapia v. Demartini, 77 Cal. 388, 19 Pac. 641 (1888); Brooks v. Lester, 36 Md. 65 
(1872). 

23 Walker v. Whitmore, 165 Ark. 276, 262 S.W. 678 (1924): “The word ‘Grantor,’ as 
used in the clause . . . both in its legal meaning and its common acceptation, refers to 
the person executing the deed of trust of which the clause . . . is a part 

24 Citizen’s Savings Bank v. Kock, 117 Mich. 225, 75 N.W. 458 (1898) ; Keyes v. Bump’s 
Adm’r, 59 Vt. $91 9 Atl. 598 (1887) (the intent to secure future advances is to be 
gathered from the whole instrument) . 
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be included.” But it has been generally held that the debt 
must be described or defined with such accuracy as to make 
identification reasonably possible and certain.” 


If the nature and amount of the incumbrance is so described 
that it may be ascertained by the exercise of ordinary discretion 
and diligence this is all that is required.” 


The purpose of these general rules is to preclude fraud upon 
creditors. The main objection to the form of mortgage to 
secure future advances that states a definite sum in excess of 
that which is actually advanced or required under the original 
terms (overstatement of the obligation) seems to be the danger 
to creditors and third parties who may want to deal with the 
debtor. Unless there can be found the intention to perpetrate 
fraud or deceive, such a mortgage will be upheld” in the absence 
of statute to the contrary. And where the mortgage expressly 
provides for future advances, it has been held not to be uncer- 
tain as to the debt, although it fails to express the amount.” 
The big objection to this form being the possibility of sub- 
stitution of either debts other than those described or fictitious 
debts.*° 


The debt may therefore be spelled out specifically as to time, 
amount and purpose, thereby creating little or no doubt in the 
minds of the parties, third parties, or the courts as to what 
was intended; or it may be indefinite and unlimited as to time 
and amount so as to create a Dragnet Clause or Anaconda 
Mortgage* on the other hand. But as long as the tests de- 
scribed above are met, the description will be legal. 


25 Langerman v. Puritan Dining Room Co., 21 Cal. App. 637, 182 Pac. 617 (19138); Dunn 
v. Burke, 139 Ill. App. 12 (1907). 

26 Harper v. Edwards, 115 N.C. 246, 20 S.E. 392 (1894) (reference in a mortgage to a 
note secured by it without specifying its contents) . 

271 Jones, Mortgages § 450 (Sth ed., 1928). The description of the debt must inform 
creditors and subsequent purchasers as to the amount insofar as it directs attention to the 
sources of correct information and not mislead or deceive as to its nature or amount. 
Goff v. Price, 42 W.Va. $84, 26 S.E. 287 (1896). 

28 Tully v. Harloc, 35 Cal. 302 (1868) (held to be constructive fraud against suosequent 
encumbrancers except for the amount of the present advance); Matz v. Arick, 76 Conn. 
$88, 56 Atl. 630 (1904); Nazro v. Ware, 38 Minn. 448, 88 N.W. 359 (1888) (overstate- 
ment with intention to defraud); Holt v. Creamer, $34 N.J. Eq. 181 (1881). 

29 Lovelace v. Webb, 62 Ala. 271 (1878); Frank H. Buck Co. v. Buck, 162 Cal. 300, 
122 Pac. 466 (1912); Michigan Insurance Co. of Detroit v. Brown, 11 Mich. 265 (1868) ; 
Witczinski v. Everman, 51 Miss. 841 (1876); Kelly v. Falconer, 45 N.Y. 42 (1871); 
Batten v. Jurist, 306 Pa. 64, 158 Atl. 557 (1982) ; Jones, Mortgages § 364 (8th ed., 1928). 
80 New v. Sailors, 114 Ind. 407, 16 N.E. 609 (1888). 

31 See footnotes 7 and 8 supra. 
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A mortgage given to secure a debt existent at the making of 
the mortgage, or contemporaneous therewith, is valid, even as 
against subsequent purchasers and creditors, although it does 
not explicitly state the amount of such debt or liability, pro- 
vided there are means of ascertaining such amount. And ex- 
trinsic evidence is admissable for the purpose of showing the 
debt which the mortgage was intended to secure.” 


PRIORITIES 


A problem inherent in the field of open-end mortgaging is 
that of priority of liens. A simple factual situation will be 
illustrative. The mortgagee, pursuant to a prior recorded 
mortgage to secure future advances, lends additional amounts 
of money. However, prior to this advance but subsequent to 
the execution and recording of the mortgage a second encumb- 
rance or lien attaches to the property. The question arises as to 
which lien shall take priority in the security, that of the ad- 
vance made pursuant to the first open-end mortgage, or that 
of the second encumbrance or lien? The answer will be depend- 
ent on whether the advance was obligatory under the mortgage 
agreement; or if optional, did the mortgagee have notice, actual 
or constructive, of the second encumbrance, when he made the 
advance ?** 


It seems to be a uniform principle throughout the country 
that when the mortgagee is contractually obligated to make 
the advances, and such advances are properly made, they will 
take precedence over any lien or encumbrance arising after the 
date of the recording of the mortgage.** It is considered that 
because of the mortgagee’s obligation to pay out the money, 
the mortgage debt is regarded as being in existence from the 


32 Durfee, Cases on Mortgages 41 (1915). 

33 The lien of the prior mortgage will, of course, prevail against all subsequent purchasers 
or encumbrancers whose rights do not attach until after the advances are made, and against 
all who are not bona fide purchasers for value without notice. 4 Pomeroy, Equity Juris- 
prudence § 1199 (5th ed., 1941). 

34 Preble v. Conger, 66 Ill. $70 (1872); Waverly Co-op Bank v. Haner, 273 Mass. 477, 
178 N.E. 699 (1930); Whelan v. Exchange Trust Co., 214 Mass. 121, 100 N.E. 1095 
(1918); Kuhn v. Southern Ohio Loan and Trust Co., 101 Ohio St. 34, 126 N.E. 820 
(1920); Land Title and Trust Co. v. Shoemaker, 257 Pa. 218, 101 Atl. 385 (1917); 
Kingsport Brick Corp. v. Bostwick, 145 Tenn. 19, 235 S.W. 70 (1921); Cedar v. Roche 
Fruit Co., 16 Wash. 2d 652, 1384 P. 2d 487 (1943); Good v. Woodruff, 208 Ill. App. 147 
(1917); 1 Jones, Mortgages § 454 (8th ed., 1928); Osborne, Handbook on the Law of 
Mortgages § 120 (1951). 





284 THE BANKING LAW JOURNAL 


beginning.” Another theory is that the lien arising out of the 
payments made under such an agreement relates back to the 
date of the mortgage.” This rule is not abrogated if the mort- 
gagee had notice of the existence of the subsequent encumbrance 
when he made the advance. As one court stated in discussing 
whether record notice would postpone an obligatory advance 
to a prior recorded lien or encumbrance: 


Upon what principle, then of equity or public policy, can it be said 
that such mortgagee must again search the records before making each 
advance to the mortgagor? The search would be a vain thing, since the 
advance or further loan would remain obligatory, whatever the state 
of the title disclosed** 


Such reasoning is of equal validity if the mortgagee had 
actual notice of a subsequent lien or encumbrance before he 
made the obligatory advance. 


The same unanimity of opinion is not found when the ad- 
vances made under the mortgage are purely optional, i.e., that 
the mortgagee has no right to make the advance or is not ob- 


ligated to do so. 


When optional advances are made with notice of a lien or 
encumbrance which has attached to the security subsequent 
to the execution of the mortgage, but prior to the advance, the 
advance will be junior to the prior lien or encumbrance. The 
majority of jurisdictions require that such notice be actual. 
It would seem from the cases that actual notice would be any 
information made known to the prior mortgagee of the exist- 
ence of the subsequent encumbrances.” But at least one juris- 
diction required at least an intimation be made to the mort- 


85 Kuhn v. Southern Ohio Loan and Trust Co., 101 Ohio St. $4, 126 N.E. 820 (1920); 
Kratovil, Real Estate Law § 382 (2d ed., 1958). 

86 Land Title and Trust Co., v. Shoemaker, 257 Pa. 213, 101 Atl. $85 (1917). 

87 Kuhn v. Southern Ohio Loan and Trust Co., 101 Ohio St. $4, 126 N.E. 820 (1920). 
38 DuBois v. First Nat’l Bank of Denver, 48 Cal. 400, 96 Pac. 169 (1908); Schmidt v. 
Zahrndt, 148 Ind. 447, 47 N.E. 335 (1897); Everist v. Carter, 202 Iowa 498, 210 N.W. 
559 (1926); Axel Newman Heating and Plumbing Co. v. Sauers, 234 Minn. 140, 47 
N.W. 2d 769 (1951); U.S. Nat’l Bank of Portland v. Embody, 144 Ore. 488, 25 P. 2d 
149 (19383); Cedar v. Roche Fruit Co., 16 Wash. 2d 668, 184 P. 2d 487 (1948); Elem- 
dorf-Anthony Co. v. Dunn, 10 Wash. 2d 29, 116 P. 2d 253 (1941); Imhoff v. Title In- 
surance and Trust Co., 113 Cal. App. 2d 139, 247 P. 2d 851 (1952); Oakes v. Wein- 
gartner, 105 Cal. App. 2d 598, 234 P. 2d 194 (1951); In re Harris, 156 Misc. 805, 282 
N.Y. Supp. 571 (Surr. Ct., 1985); 1 Jones, Mortgages § 456 (8th ed., 1928); Osborne, 
Handbook on the Law of Mortgages § 119 (1951). 

39 See also 19 R.C.L., Mortgages § 212 (1929). 
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gagee that no further advances are to be made, which would 
be something more than a mere knowledge in the mortgagee 
of such subsequent interest in the crditor.” Certainly, a wr'tten 
notice to the first mortgagee of the subsequent lienor’s claim 
would be advisable in any actual notice jurisdiction. 


The rationale for the majority view can best be summed up 
in the words of one authority: 


The arguments for the majority view are that the operation of the 
recording laws are prospective, not retrospective, and therefore should 
constitute no notice to the first mortgagee who should not have to keep 
on examining the records after he has satisfied all of the law’s require- 
ments as to his own mortgage; that it is unjust for a man to lose his 
security by the mere registration of a subsequent lien, i.e., by no act of 
his own; that as a practical matter the majority rule is better calculated 
to subserve the business convenience which called the practice into being; 
that this is especially true where continuous dealings with frequent 
advances are contemplated; that the hardship on the first mortgagee 
through having to make new examinations of title before each later 
advance, added to these considerations, more than balance any hard- 
ship on the later encumbrancers through having to give actual notice; 
that so far as inconvenience to the later claimant is concerned, since 
ordinarily he has to make an investigation before acquiring his interest 
it would seldom be much additional trouble to give the required actual 
notice. . . . 


A minority of jurisdictions hold that optional advances 
made with only record notice of liens or encumbrances created 
subsequent to the execution and recording of the mortgage 
but prior to the advance will be junior to such liens and encumb- 
rances.” The rationale being that the mortgage can only 
take effect as a lien when the debt is created, and consequently, 
the mortgagee, when making the advancs, is chargd with record 


40 Patch v. First Nat'l Bank, 90 Vt. 4, 96 Atl. 428 (1916); McDaniels v. Colvin, 16 
Vt. 800 (1844). This Vermont rule seems to have been codified and defined; at least 
in respect to the priorities between advances made under a first mortgage and a prior 
second mortgage, as a notice in writing from the second mortgagee to the first mortgagee. 
Vt. Stat. (1947) § 8756. 

41 Osborne, Handbook on the Law of Mortgages § 119 (1951); see also 4 American Law 
of Property § 16.74 (1952); Ackerman v. Hunsicker, 85 N.Y. 48 (1881). 

42 Ladue v. Detroit M. & R. Co., 18 Mich. $80 (1865); Spader v. Lawler, 17 Ohio $71 
(1848); The Bank of Montgomery County’s Appeal, 36 Pa. 170 (1860); Ter-Hoven v. 
Kerns, 2 Pa. 96 (1845). However, a recent case in Pennsylvania indicates a possible 
future shift in that jurisdiction to the actual notice rule; see Housing Mortgage Corp. v. 
Allied Construction Co., 374 Pa. $12, 97 A. 2d 802 (1958). 
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notice of any valid lien or encumbrance which may have at- 
tached subsequent to the execution of the mortgage.“ This 
view, however, has been criticized on the grounds that the lien 
attaches not from the act of making the advance, but from the 
previous executory agreement by which the land was bound as 
security for future advances.“ 

Also, there had been some authority to the effect that ad- 
vances made under an open-end mortgage took priority over 
prior liens or encumbrances regardless whether the advance 
was optional or obligatory or whether the mortgagee has actual 
or constructive notice.“* But it is doubtful whether this rule 
would be followed today except possibly in Texas.“ 

It does not always follow that advances which are not ob- 
ligatory are then optional and subject to being postponed to 
prior liens or encumbrances of which the mortgagee had actual 
(or constructive) notice when he made the advances. There is 
some authority to the effect that if the mortgagee has the right 
to make future advances at his option to protect his security, 
then he shall be considered in the same position as an obligatory 


mortgagee and afforded the same priority.’ 


43 For an excellent and well reasoned defense of this position see the opinion in Ladue 
v. Detroit M. & R. Co., 18 Mich. $80 (1865). Speaking of an optional open-end mort- 
gage and rejecting the actual notice theory, the court stated that it (the mortgage) 
constitutes, of itself, no binding contract. Either party may disregard or repudiate it 
at his pleasure. It is but a part of an arrangement, merely contemplated as probable, 
and which can only be rendered effectual by the future consent and further acts of the 
parties. It is but a kind of conditional proposition, neither binding, nor intended to 
bind either of the parties, until subsequently assented to or adopted by both. The court, 
therefore, reasons that any advance made under the terms of the optional open-end 
mortgage are in fact, and in ~— effect, subsequent to an intervening encumbrance, and 
that, therefore, the recording of the intervening encumbrance should be notice to the 
mortgagees. See also Freutel v. Schmitz, 299 Ill. $20, 182 N.E. 534 (1921), wherein it 
is also stated that a lien attaches when the advance is made. However, it is not certain 
whether the advance was obligatory or purely optional. 

44 4 Pomeroy, Equity Jurisprudence § 1199, n. 17 (5th ed., 1941). But it is difficult 
to see how any executory agreement has arisen when the mortgagor is not bound to accept 
an advance and the mortgagee is not bound to make one. 

45 See Grey v. Helm, 60 Miss. 181 (1882) and Witczinski v. Everman, 51 Miss. 841 
(1876), both modified by North v. McClintock, 208 Miss. 289, 44 So. 2d 412 (1950) 
wherein the actual notice rule as to optional future advances was laid down; Gordon v. 
Graham, 22 Eng. Rep. 502 (Ch., 1716), overruled in Hopkinson v. Rolt, 11 Eng. Rep. 
829 (H.L., 1861). 

46 First Nat’l Bank v. Zarafonetis, 15 S.W. 2d 155 (Tex. Civ. App., 1929); Law Sprinkle 
Mercantile Co. v. Hause, 184 S.W. 787 (Tex. Civ. App., 1916); Freiberg v. Mogale, 70 
Tex. 116, 7 S.W. 684 (1888); Willis v. Sanger, 15, Tex. Civ. App. 655, 40 S.W. 229 (1897). 
But see Cisco Banking Co. v. Keystone Pipe and Supply Co., 277 S.W. 1060 (Tex. Com. 
App., 1925), wherein it is stated that “notice” of a prior lien will postpone a future 
advance to the prior lien. 

47 Rowan v. Sharp’s Rifle Mfg. Co., 29 Conn. 282 (1860); Cedar v. Roche Fruit Co., 16 
Wash, 2d 668, 184 P. @d 487 (1948); Lidster v. Poole, 122 Ill. App. 227 (1905). See 
also Bellamy and Sons v. Cathcart, 72 Iowa 207, 38 N.W. 686 (1887). 





THE OPEN END MORTGAGE 287 


Similar decisions have been reached when a mortgagee ob- 
ligated to make advances is released from such obligation by a 
breach of the mortgagor, but continues to make the advances.“ 
Such advances made after a breach by the mortgagor are treated 
the same as obligatory advances and not as optional on the 
theory that the mortgagee can waive the breach of condition and 
continue to make the advances to protect his security or obtain 
the fruits of a valuable contract. 


Finally, it has been held that if an advance is made under an 
open-end mortgage but the mortgagee has executed second and 
third mortgages to secure the advance, he shall be estopped 
from asserting their priority as advances under the first mort- 
gage.** It is also probable that the priority of federal tax liens 
which arise between the execution and recording of the mort- 
gage and the making of the advance will be considered in the 
light of the state law as to the priority between liens and ad- 
vances.” 


Illinois is an example of a state wherein the various rules 
relating to priorities of advances made under an open-end 
mortgage have been codified. An Illinois statute provides that 
as to subsequent purchasers and judgment creditors, every such 
mortgage shall be a lien only from such time the monies are 
advanced unless the mortgagee is by contract obligated to make 
such advances, or unless the monies are advanced within eighteen 
months after the recording date of the mortgage.” As to obli- 
gatory advances, this statute does no more than restate the 
common law position previously existing in Illinois,” and almost 
unanimously existing elsewhere. It can be seen, however, that 
optional advances are given the same consideration as obliga- 
tory ones, i.e., that for the eighteen-month period they will 
take precedence over any liens or encumbrances arising before 
the advance but after the execution and recording of the mort- 
48 Landers-Morrison-Christenson Co. v. Ambassador Holding Co., 171 Minn. 445, 214 
N.W. 508 (1927); Hyman v. Hauff, 188 N.Y. 48, $83 N.E. 735 (1898). 

49 Garey v. Rufus Lillard Co., 196 Okla., 421, 165 P. 2d $44 (1945). 

50 United States v. Hooe, $ Cranch. (U.S.) 73 (1805); People’s Bank v. United States, 
98 F. Supp. 874 (N.D. Ga., 1951), rev’d on other grounds 197 F. 2d 898 (C.A. 5th, 1952). 
51 Tl]. Rev. Stat. (1955) c. $0, § 87a. 

52 Preble v. Conger, 66 Ill. 870 (1872); Good v. Woodruff, 208 Ill. App. 147 (1917); 
Schimberg v. Waite, 98 Ill. App. 180 (1900). See also Lidster v. Poole, 122 Ill. App. 


227 (1905), wherein it was held that advances which were not obligatory, but made to 
protect the security, cannot be said to be optional advances. 
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gage. This would be because the lien of the advance relates 
back to the recording of the mortgage.” After the eighteen- 
month period it would seem that optional advances will fall 
under the minority doctrine which states that since the advance 
only takes effect as a lien when the advance is made, record 
notice of any prior lien or encumbrance will postpone the ad- 
vance to such lien or encumbrance.™ 

It should be noted that this section has never been tested as to 
its constitutionality. A provision in the section exempts me- 
chanics lienors from its provisions and allows their claims to 
have priority as laid down in the Mechanics Lien Act.” It is 
possible that this may be objected to as class legislation, par- 
ticularly in view of the fact that Section 837A of Chapter 30 
allows an optional advance an eighteen-month priority over 
liens and encumbrances other than mechanics liens which it did 
not possess at common law. Thus, it could be argued that me- 
chanics lienors are afforded a special privilege which other en- 
cumbrances and lienors are not allowed.” If so, it would seem 
that the entire Section 37A would fall, because if the Act were 


held valid and the mechanics lienors’ privilege was stricken, a 
class which the legislature did not wish to affect would fall 
within the purview of the Act.” However, this is something for 
future litigation to establish. 


STATUTES 


Less than one-third of the states have enacted legislation 
pertaining to future advances in light of open-end mortgages. 
The Illinois statute in so far as it effects priority between the 
first mortgagee and subsequent purchasers and encumbrancers 


53 Tt is doubtful, because of this “relation-back” theory in the statute, that actual notice 
of a subsequent lien or encumbrance would postpone an optional advance made during 
the eighteen-month period to such liens or encumbrances. 

54 This would seem to be the previous view of Illinois. An early Illinois case in which 
the mortgagee had actual notice held that “notice” would postpone the optional advance 
to a second mortgage. Frye v. Bank of Illinois, 11 Ill. $67 (1849). But later cases held 
that the lien attached only when the advance was made. Thus, a recorded second lien or 
encumbrance would postpone the advance to it. See Freutel v. Schmitz, 299 Il. $20, 182 
NE. 534 (921); Schaeppi v. Glade, 195 Ill. 62, 62 N.E. 874 (1902); Schultze v. Houfes, 96 
Ill. $35 (1880); 1 Reeve, Illinois Law of Mortgages and Foreclosures § 227 (1982). 

55 Til. Rev. Stat. (1955) c. 82, § 16. 

56 See Ill. Const. Art. IV, § 22; Manowski v. Stephan, 288 II]. 409, 84 N.E. $65 (1908). 

5t Mathews v. The People, 202 Ill. 389, 67 NE. 28 (1908); Sutherland, Statutes and 
Statutory Construction § 306 (1891). 

58 For a discussion of the effect of these various statutes on the problem of priority of 
liens see Russell and Prather, The Flexible Mortgage Contract, Legal Bulletin of the 
U.S. Savings and Loan League, Sept. 1953. 
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as well as mechanics lienors has already been discussed, and 
several of the other statutes and their effect upon this type of 
financing will now be discussed. 

The history of the Maryland statute dates back to 1825,” 
and follows through to the statute which is operative today.” 
The Act provides that no mortgage to secure future loans or 
advances is valid unless the amounts and time for disbursement 
be specifically stated in the mortgage. This gives the mortgage 
draftsmen in the state of Maryland little leeway in describing 
a debt in an open-end mortgage with the exception of Baltimore 
and Prince George’s Counties.“ The lien in total attaches 
upon execution and not even actual notice of a subsequent en- 
cumbrance before all advances are made will defeat the mort- 
gagee. 

Massachusetts, in 1946, enacted a law on what is termed 
“Fleaible or Adjustable Mortgages of Real Estate.” The 
statute covers money advanced by the mortgagee to the mort- 
gagor 
to be expended for paying for repairs or replacements to, or for taxes or 
other municipal liens, charges or assesments on, the mortgaged premises 

. [to be] . . . equally secured with and have the same priority as the 
original indebtedness, to the extent that the aggregate amount outstand- 
ing at any one time when added to the balance due on the original in- 
debtedness shall not exceed the amount originally secured by the mort- 
gage. 

This Act seems to limit this type of priority strictly to the 
type of advance which is necessary to protect the security of 
the mortgagee and, then only, to the extent of the original 
loan so as to protect subsequent purchasers and creditors as 
to any amount advanced over and above their caveat by way 
of record notice. But as long as the mortgagee stays within 
these limits he should be protected even if the future advance 
is optional. 

59 Act of 1825, Ch.50., The statute was enacted to eliminate creditors of the mortgagor 

from being defrauded. Cole, Trustee v. Albers and Runge, 1 Gill (Md.) 412, 424 (1848). 

60 Md. Code Ann. (Supp., 1947) Art. 66. 

61 Md. Code Ann. (1989) Act 66, § 8, provides that in Baltimore and Prince George’s 
Counties only the amount of the debt must be specified at the time of execution of a 
mortgage, but does not require stating the times when the future advances are to be made. 
See Welsh v. Kuntz, 196 Md. 86, 75 A. 2d $48 (1950), for an interpretation of Section $ 
of Article 66, Code, 1989 in conjunction with Md. Code Ann. (Supp., 1947) Art. 66. 


62 Mass. L. ‘Ann. (Supp., 1958) c. 188, § 28A. 
63 Thid. Emphasis added. 
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North Dakota has provided in its regulation of the opera- 
tion of Building and Loan Associations for the advancement 
of money: 


for maintenance, repairs, modernization and improvement of real estate, 
on which the association owns a first mortgage lien, up to the original 
amount of said mortgage or twenty-five hundred dollars, whichever 
may be the lesser . . . provided the said first mortgage by its terms reserves 
in the association the right to make such advances or additional loans 
and provided further that such advances or loans are used for the pur- 
pose stated herein. Such advances or loans shall be deemed to be 
merged, incorporated in and become part of and secured by said first 
mortgage and the association shall have a good and valid first lien against 
such real estate. .. . 


North Dakota has put a limit on the amount, ($2,500) and 
required a provision in the original agreement for future ad- 
vances, as well as limiting the purpose for which this type of 
financing can be used, but compliance allows the mortgagee 
to prevail over all subsequent purchasers and encumbrancers. 

The laws of Connecticut provide that the amount advanced 
cannot exceed the amount of the full loan therein authorized, 
but that it will receive the same priority as if it had been ad- 
vanced at the time the mortgage was delivered as long as the 
original instrument contained a description of the loan.® Also, 
it is necessary that the original agreement provide for future 
advances, and that the time for pre-payment cannot extend 
beyond the maturity of the original mortgage debt.” 

In Kentucky, an open-end mortgage shall: 


... secure payment of all renewals and extensions of said loan and the 
note evidencing it, and payment of all additional notes evidencing addi- 
tional loans, in no event to exceed two thousand dollars in addition to 
the original amount loaned, made to the original mortgagor or mort- 
gagors or to their successors in title, provided that such mortgage contains 
a provision that it secures, in addition to the original amount of said 
loan stated therein, all renewals and extensions of said loan. . . .*7 


Thus Kentucky has put a limit upon future advances to the 


8 N.D. Rev. Code (Supp. 1958), § 7-0414. Emphasis added. 

ae Gen. Stat. (1949) c. 361, § 7194. A model from of description is provided within 
statute. 

66 Conn. Gen. Stat. (Supp., 1951) c. 282, § 1145b. 

87 Ky. Rev. Stat. (1958) § 882.520. 
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extent of $2,000 over and above the original debt, and recognizes 
their validity as long as the original agreement provides for 
them. It may be noted also that the statute provides for ad- 
vances to the original mortgagor’s successors in title. 


CONCLUSION 


The use of the open-end mortgage to secure future advances 
is becoming more popular. As a method of financing it gives 
rise to advantages not only from the borrower’s point of view 
but that of the lender as well. There has been increased activity 
to inform the public of the existence of such a manner of financ- 
ing for owners of new as well as old homes.* The validity of an 
open-end mortgage has certainly been well recognized, but the 
priority which the lender holds is not completely settled uni- 
formly today. The mortgagee who lends money under this 
type of financing can learn from the cases that in order to pro- 
tect himself fully he must act in good faith, provide for the 
future advances at the outset, and set a limitation on the debt. 
Proper description of the debt, which is such an essential ele- 


ment to a mortgage, can give rise to the type of protection which 
the mortgagee seeks in order to insure that his security interest 
covers the extent of his outlay to the mortgagor. 


The mortgagee further requires a note to evidence the 
advance and an affidavit that there are no other liens on the 
property, except the first mortgage. If there is an obligatory 
advance the rights of all parties are settled, but the optional 
advance gives rise to the problem of notice to the first mort- 
gagee as affecting his rights of priority. 


As long as the requirement of good faith is upheld in the 
open-end mortgage the law should not only recognize the va- 
lidity of this type of financing, but it should encourage its use. 


68 Better Homes and Gardens, October 1955, p. 174; Fortune, Sept., 1949, p. 18; 90 
Architectural Forum 108 (June 1949). 








Bank’s Payment of Check: After 
Drawer’s Bankruptcy 


DrawEE Banxk’s PayMENT OF CHECKS AFTER ADJUDICATION 
oF DrawEr’s BANKRUPTCY VALID AGAINST TRUSTEE IF BANK 
Pays WitHout “Actua KNOWLEDGE” OF BANKRUPTCY. 
On October 8 the bankrupt filed a voluntary petition for 
corporate reorganization under Chapter X of the Bankruptcy 
Act, 52 Stat, 888 (1988), as amended, 11 U.S.C. §§ 501-676 
(1952), in a federal district court in New York. The petition 
was approved by order of court the same day. Approval of 
a Chapter X petition is equivalent to an adjudication of bank- 
ruptcy for the purpose of applying the provisions of chapters 
I through VII of the Bankruptcy Act. Bankruptcy Act 
§ 102, 52 Srav. 883 (1988), 11 U.S.C. § 502 (1952). Sub- 
sequently, from October 4 through October 10, the defendant, 
a Louisiana bank, paid checks aggregating $6,699.91 drawn 
upon it by the bankrupt. Although the bank’s officers had read 
of the petition for reorganization in a local newspaper [see 
Brief for Plaintiff, pp. 10-11, quoting record] and had re- 
ceived notice of the appointment of a trustee for the bankrupt 
from the latter’s comptroller [see Brief for Defendant, pp. 
5, 6, quoting admission no. II(g) ], the court found as a fact 
that the bank had no “actual knowledge” of the bankruptcy 
proceeding until formal notice was received from the trustee 
on October 11. In an action against the bank by the trustee 
to recover the fund of $6,699.91, held, for the bank. Payment 
of checks by the drawee bank, even after the drawer has been 
adjudicated bankrupt, is valid against the drawer’s trustee in 
bankruptcy where the payment is in the regular course of busi- 
ness and the drawee is without “actual knowledge” of the bank- 
ruptcy. Rosenthal v. Guaranty Bank and Trust Co., 189 
F.Supp. 780 (W.D. La. 1956). 


The court reasoned that although the transfer was not 
validated by § 70d(2) of the Bankruptcy Act, 52 Sra. 881 
(1988), 11 U.S.C. §110(d) (2) (1952), which validates pay- 


This article is reprinted with the permission of the editors of the HARVARD LAW 
REVIEW. Copyright 1957 Harvard Law Review Association. 
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ments made in good faith by a debtor to the bankrupt or to 
his order between the times of petition and adjudication, the 
bank was protected by the clause in § 70d(5), 52 Stat. 882 
(1988), 11 U.S.C. § 110(d) (5) (1952), which provides “that 
nothing in this Act shall impair the negotiability of currency 
or negotiable instruments.” Section 70d, 52 Strat. 881 (19388), 
11 U.S.C. §110(d) (1952), enumerates the circumstances in 
which transfers made “after [filing of the] bankruptcy [pe- 
tion] and . . . before adjudication” are valid against the 
trustee. With one exception, which protects a bona fide pur- 
chaser of real property, Bankruptcy Act § 21g, 52 Star. 853 
(1988), 11 U.S.C. § 44(g) (1952), no provision of the act 
expressly validates a transfer of the bankrupt’s property after 
adjudication. See Bankruptcy Act § 70d(5), Lake v. New 
York Life Ins. Co., 218 F.2d 894 (4th Cir.), cert. denied, 
849 U.S. 917 (1955); MacLacuian, Bankruptcy 346 
(1956). Hence the bank, which paid after adjudication, should 
be liable unless protected by the negotiability proviso in § 70d 
(5). 

Since §70d deals with transfers after petition and before 
adjudication, it seems unlikely that a provision concerning 
transfers after adjudication would be placed in that section. 
See 4 Coituier, Bankruptcy 4 70.68 (14th ed. 1942). Nor 
did the judicial construction of pre-1988 bankruptcy legisla- 
tion, upon which construction § 70d of the Chandler Act was 
based, see WEINSTEIN, THE Bankruptcy Law oF 1938, at 
154-55 (1988) ; Hearings on the Revision of the Bankruptcy 
Act Before the House Committee on the Judiciary, 75th Cong., 
Ist Sess., ser. 9, at 212 (1987), establish that a bank which 
paid checks on the account of an adjudicated bankrupt would 
be protected against the trustee. In all the cases relied upon 
by the court, Citizens’ Union Nat’l Bank v. Johnson, 286 
Fed. 527, 31 A.L.R. 255 (6th Cir. 1928) ; Stevens v. Bank of 
Manhattan Trust Co., 11 F.Supp. 409 (S.D.N.Y. 1981); 
Cunningham v. Lexington Trust Co., 259 Mass. 181, 156 
N.E. 1 (1927), the payments were made before adjudication. 
During that period there is danger of an unfounded petition 
destroying the business of an alleged bankrupt, and hence the 
Bankruptcy Act distinguishes between transfers before and 
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after adjudication, see § 70d, granting protection only until 
the moment that this danger is eliminated. See Hearings, 
supra, at 211. In the cases cited by the court the bank was 
protected for reasons equally applicable to any debtor of the 
bankrupt and not because it was the drawee of negotiable in- 
struments. However, the decision in the present case grants 
special protection to those debtors of the bankrupt who are 
drawee banks. Moveover, by interpreting the negotiability 
proviso as enlarging the protection granted to banks so as to 
extend it beyond the date of adjudication, the court permits 
depletion of the bankrupt’s assets and a delay in the effectual 
vesting of the property in the trustee. This is contrary to the 
policy of the Chandler Act, which strengthened the position 
of the trustee by enacting, in the amendment to § 70a, 52 Strat. 
879 (1938), as amended, 11 U.S.C. § 110(a) (1952), the rule 
of Mueller v. Nugent, 184 U.S. 1 (1902), that the title which 
vests in the trustee upon adjudication relates back to the time 
when the petition was filed. See Hearings, supra at 211, 212. 
Thus, the Chandler Act limited the types of protected trans- 
actions occuring in the interval to those listed in §70d. See 
H.R. Rep. No. 1409, 75th Cong., Ist Sess. 35 (1937). The 
present court’s interpretation postpones the effectual vesting 
of checking-account funds in the trustee until the bank is 
notified of adjudication, a notification not required by the act. 
Compare Bankruptcy Act § 70a with Bankruptcy Act § 21g. 

The better interpretation of the negotiability clause would 
seem to be that it only preserves the rights of a holder in due 
course, see NEGOTIABLE INsTRUMENTS Law § 57, against cer- 
tain defenses and remedies available to the trustee under the 
Bankruptcy Act, see Note, 64 Harv. L. REv. 958, 965 (1951), 
and thus permits such a holder to retain any payments received 
before adjudication or notice of the petition, and afterward to 
acquire the rights of a general creditor of the estate, as was 
apparently the case before the Chandler Act was passed, see 
Wood v. Keysville Lumber Co., 49 Ga. App. 799, 175 S.E. 
923 (1934) (by implication). A holder in due course for ante- 
cedent value would be a protected transferee even if his indorser 
were a post-petition indorsee of the bankrupt not protected by 
§70d(1), 52 Srat. 881 (19388), 11 U.S.C. §110(d) (1) 
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(1952), which validates transfers to bona fide purchasers for 
present value, or if his indorser held the instrument as a fraudu- 
lent transferee at the time of petition, see § 70a(4), 52 Srar. 
880 (1938), 11 U.S.C. §110(a) (4) (1952). The proviso 
covers “this Act,” so it would seem also to protect a holder in 
due course whose indorser’s title was voidable as a preferential 
transfer under § 60b, 52 Stat. 870 (1988), 11 U.S.C. § 96(b) 
(1952). Since the other pertinent sections of the Bankruptcy 
Act protect only a bona fide purchaser for present value, see 
Bankruptcy Act § 60b; § 70d (1); §67d(6), 52 Srar. 878 
(1938), as amended, 11 U.S.C. § 107(d) (6) (1952), the pro- 
viso is necessary to reach these results, which seem in accord 
with the case law developed prior to 1938, see Peninsula Bank 
v. Wolcott, 282 Fed. 68 (4th Cir. 1916) ; Bennett v. Semmes, 
287 Fed. 745 (E.D. Ark. 1928) ; In the Matter of Lynch, 8 
Am. Bankr. R. (n.s.) 858 (N.D.W. Va. 1926). 

Even if a further exception to the trustee’s title were to be 
made in favor of debtors honoring negotiable instruments in 
ignorance of adjudication, the “actual knowledge” test of good 
faith in § 70d(3), 52 Strat. 881 (1988), 11 U.S.C. § 110(d) 
(3) (1952), applied by the present court seems too broad. 
Application of this test is limited by the terms of § 70d to the 
period between petition and adjudication. It would seem 
that after adjudication no protection should be granted a 
debtor who pays after notice of facts sufficient to put him on 
inquiry. The burden of inquiry by modern communications 
is light and could but slightly delay commercial-banking trans- 
actions. 





BANKING DECISIONS 


In this department are published each month all of the important deci- 
sions of the Federai and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Federal Court Applies Impostor Rule 
Against U. S. Government 


In a decision which presents a good review of various aspects 
of the law of forgery and its application to the federal govern- 
ment, a district court has ruled that the so-called “impostor 
rule” does apply to the United States government. The court 
stated that the impostor rule should be applied to commercial 
paper issued by the federal government in those circumstances 
where it would be applied had the paper been issued by a pri- 
vate individual. 

The specific holding of the court was that a bank which had 
guaranteed prior endorsements on various United States Treas- 
ury checks that had inadvertently been sent to the wrong person 
and negotiated by him could invoke the impostor rule against 
the government which brought suit against the bank. Accord- 
ing to the court this rule is generally as follows: “....a drawer, 
having made payable and delivered an instrument to an impos- 
tor whom the drawer believes to be the person whose name he 
has assumed and who is the very person intended by the drawer 
to present and endorse the instrument, must as against the 
drawee or a bona fide holder in due course bear the loss where 
the impostor has obtained payment or negotiated the instru- 
ment. The intent of the drawer having been effectuated, the 
impostor’s endorsement is regarded as genuine and not as a 
forgery nor, accordingly is a guarantee of prior endorsements 
regarded as breached.” ‘The court pointed out that this rule 
has been recognized as controlling by a majority of both state 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 549. 
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and federal courts. United States v. Union Trust Company, 
United States District Court, D. Maryland, 189 F.Supp. 819. 
The opinion of the court is as follows: 


R. DORSEY WATKINS, D.J.—This is a suit brought by the United 
States of America, drawer and drawee of some twenty-seven United 
States Treasurer’s checks, to recover from the defendant, Union Trust 
Company of Maryland (Union Trust) on its guarantees of prior endorse- 
ments the sum of $1,782.60 with interest thereon at the rate of six per 
cent from the date of receipt. Union Trust, although defending on the 
merits, has in turn demanded judgment for all sums which may be ad- 
judged against it in favor of the plaintiff against five of its depositors 
as third-party defendants on their prior unqualified endorsement of 
twenty-four of the said checks, one other endorser having promised to 
pay Union Trust if the plaintiff is successful and two prior endorsers 
being unidentifiable. The defense relied upon by Union Trust is the 
so called “impostor rule”. 


The facts have been stipulated. On June 10, 1941, Willie J. Hazel, a 
fifty-two year old World War I veteran, living at 1005 East Washington 
Street, Greensboro, N.C., applied to the Veterans’ Administration for 
disability benefits and received a rating of permanent total disability 
from April 7, 1941, his medical report indicating he was suffering from 
bronchitis, generalized arteriosclerosis, hypertension, and bilateral 
glaucoma which had almost completely destroyed his vision. Thereafter, 
monthly checks were made payable to Willie J. Hazel, C 542,372, and 
mailed to him at Greensboro, N.C. Once a year pursuant to Veterans’ 
Administration requirements, he was sent, and filled out and returned 
to the Veterans’ Administration, a form to establish his eligibility to 
receive said checks. The forms filled out from 1942 through 1948 
showed that he was married, had no children, had no source of income 
other than his pension, and was physically disabled. A comedy of 
errors begins on May $1, 1948, when Willie Hazel, Jr., of Four Holes, 
S.C., a twenty-four year old World War II veteran, unrelated to Willie 
J. Hazel, wrote to the Veterans’ Administration advising them he was 
changing his address to 2016 Rayner Avenue, Baltimore 17, Maryland. 
Through error, their being no file on Willie Hazel, Jr., as he had made 
no application for any veteran’s benefits, his letter was placed in the 
file of Willie J. Hazel, and, on June 30, 1948, a check in the amount of 
sixty dollars was made payable to Willie J. Hazel, C—542,372, 1005 East 
Washington Street, Greensboro, N.C., and was mailed to the Baltimore, 
Maryland, address of Willie Hazel, Jr. This check and the twenty-six 
others involved herein were received by Willie Hazel, Jr.; endorsed by 
him in the name of Willie J. Hazel; cashed and endorsed by one of the 
third-party defendants, with the exception of the two checks mentioned 
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previously; deposited by the third-party defendants in their accounts at 
the Union Trust; endorsed in turn by Union Trust; and negotiated 
through the Baltimore Clearing House. The total payment made by 
the Government on these checks was $1,782.60. 


On January 3, 1949, the Veterans’ Administration sent its yearly 
form to Willie J. Hazel at 2016 Rayner Avenue, Baltimore 17, Mary- 
land, requesting him to establish his continuing eligibility to receive dis- 
ability benefits. The form, when filled out and returned, was signed 
“Willie Hazel, Jr.” and indicated that the veteran was married, had 
two children, the youngest being fourteen months old was employed by 
H. Klaff and Company, and had earned $1,500 in excess of his pension. 
Although the veteran also noted that his address had been changed to 
524 North Payson Street, Baltimore, Maryland, the checks continued 
to be mailed to Rayner Avenue until February, 1950. 


In May 1949, Willie Hazel, Jr. applied to the Veterans’ Administra- 
tion for vocational training, giving his address as 524 North Payson 
Street, and in a notarized statement regarding the birth of his youngest 
child, gave his own name as Willie Jr. Hazel. A request noting that the 
application indicated the veteran might have a previous claim number 
was sent from the Baltimore Regional Office of the Veterans’ Adminis- 
tration to the index division asking for any information on any previous 
claims. The answer to this request being “no record claim filed”, Willie 
Hazel, Jr. was assigned C number 15,301,055 and, thereafter, received 
(in addition to the disability payment checks payable to Willie J. Hazel, 
C542,372) monthly subsistence checks made payable to Willie Hazel, 
Jr., and mailed to him at 524 North Payson Street. 


On January 9, 1950, Willie Hazel, Jr. wrote the Veterans’ Administra- 
tion in regard to changing his address from Rayner Avenue to Payson 
Street. This letter was returned to him with a form for further identifi- 
cation, which form when returned to the Veterans’ Administration, was 
signed “Willie J. Hazel,” and contained certain hybrid information, 
written in a different handwriting, giving the C number of Willie J. 
Hazel; the class of payment as school subsistence for which only Willie 
Hazel Jr. had applied, and the recipient as Willie J. Hazel, Jr. The word 
“junior” had been scratched out, presumably by a clerk in the Veterans’ 
Administration who had then penciled in red beside it the word “same”. 
After January 1950, the checks made payable to Willie J. Hazel were 
mailed to Payson Street. From 1950 through 1953 Willie Hazel, Jr. filled 
out the forms sent him by the Veterans’ Administration to establish his 
continuing eligibility for disability payments, signing them in the name 
of Willie J. Hazel. The 1950 form showed the veteran was married; had 
two children, the youngest being two years and three months old; and 
that the claimant was employed, having earned in 1949 $3,097.65, not 
including his pension, and expecting to earn $2,000 in 1950 as a laborer 
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in addition to $600 as subsistence allowance while attending school. 
The forms returned for the other years are similar save for the amounts 
involved and for the fact that the 1953 form indicated the veteran was 
divorced. On January 5, 1953, Sarah M. Hazel, the wife of Willie Hazel, 
Jr., wrote the Veterans’ Administration requesting an apportionment 
of the disability pension of her husband, Willie J. Hazel, C—542,372, due 
to his failure to support her and their minor child. As a result of subse- 
quent correspondence with the Veterans’ Administration, Mr. and Mrs. 
Hazel went in person to the Baltimore Regional Office to state that they 
had effected a reconciliation. The contact officer, upon examining the 
claim folder, felt that the veteran was too young and too healthy looking 
to be eligible for the type of disability payments he had been receiving 
and stated “upon further examination it became quite apparent that this 
particular claims folder contained records pertaining to two veterans.” 
Altogether some fifty-five checks, totaling $3,567.60, were received and 
negotiated by Willie Hazel, Jr., from June 1948 through December 1952. 
No complaint was forthcoming during this period from Willie J. Hazel 
who stated, when later questioned regarding this, that due to a previous 
experience with the Government when payments had been discontinued, 
he assumed he was no longer entitled to a pension. As for Willie Hazel 
Jr., he made one refund of twenty-five dollars to the Veterans’ Adminis- 
tration and then returned to South Carolina, where, according to a 
medical certificate, he was later stabbed to death by his wife. 


Union Trust invokes as a bar to recovery on all of the twenty-seven 
checks herein involved the impostor rule which has been recognized by 
a majority of both state and federal courts and which provides that a 
drawer, having made payable and delivered an instrument to an im- 
postor whom the drawer believes to be the person whose name he 
has assumed and who is the very person intended by the drawer to 
present and endorse the instrument, must as against the drawee or a 
bona fide holder in due course bear the loss where the impostor has 
obtained payment or negotiated the instrument. The intent of the 
drawer having been effectuated, the impostor’s endorsement is regarded 
as genuine and not as a forgery nor, accordingly, is a guarantee of prior 
endorsements regarded as breached, (5 Williston on Contracts, Revised 
Edition, sec. 1517 B; Britton on Bills and Notes, sec. 151; Montgomery 
Garage Co. v. Manufacturers’ Liability & Ins. Co., 94 NJ.L. 152, 109 
A. 296, 22 A.L.R. 1228; McCornack v. Central State Bank, 203 Iowa 833, 
211 N.W. 542, 52 A.L.R. 1826; Cohen v. Lincoln Sav. Bank, 275 N.Y. 
399, 10 N.E.2d 457, 112 A.L.R. 1424; 10 C.J.S. Bills and Notes, § 494(b) ). 
To explain the rule and its application the courts have in addition to the 
intent theory variously relied on the theories of negligence, estoppel, and, 
as between two innocent parties, placing the loss on the one making the 
loss possible. The requirement that the instrument be both made pay- 
able to and delivered to the impostor with the intent that he be the one 
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to negotiate it is strictly interpreted by the courts. Thus, the rule is not 
applied where an instrument is made payable to a named payee and 
through error, delivered to one having the same or a similar name, 
(Fulton National Bank v. United States, 5 Cir., 1952, 197 F.2d 763; 
Fulton National Bank of Atlanta v. United States, 5 Cir., 1989, 107 
F.2d 86; Britton on Bills and Notes, sec. 152, p. 727; 10 C.J.S. Bills and 
Notes, § 494(c)); where the instrument is drawn to the named payee 
even though he be nonexistent, fictitious or a stranger to the transaction 
and delivered to the impostor as the agent of the payee. (National 
Metropolitan Bank v. Realty Appraisal & Title Company, 1931, 60 App. 
D.C. 86, 47 F.2d 982; 5 Williston on Contracts, Revised Edition, sec. 
1517 B, p. 4247; Britton on Bills and Notes, sec. 151, p. 718; 22 A.L.R. 
1249; 52 A.L.R. 1827; 112 A.L.R. 1440) ; where an employee of the drawer 
who had some authority in respect to the drawing and/or delivery of 
the instrument was a party to the fraud, (United States v. National 
Bank of Commerce of Seattle, Washington, 9 Cir., 1913, 205 F. 433, on 
subsequent appeal, 9 Cir., 1915, 224 F. 679, certiorari denied 241 US. 
658, 36 S.Ct. 287, 60 L.Ed. 1225; Montgomery Garage Co. v. Manufac- 
turers’ L. & Ins. Co., 94 N.J.L. 152, 109 A. 296, 22 A.L.R. 1228; Cohen 
v. Lincoln Sav. Bank, 275 N.Y. 399, 10 N.E.2d 457, 112 A.L.R. 1435); 
where the drawing of the instrument was induced by the impostor’s 
impersonation but the instrument was delivered to the correct address 
of the person whose name the impostor had assumed, at which address 
the impostor intercepted the check, (District National Bank of Wash- 
ington, D.C. v. Washington Loan & Trust Co., 1933, 62 App.D.C. 198, 
65 F.2d 831); or where someone other than the impostor himself en- 
dorses the instrument in the impostor’s assumed name. 


The first question for consideration in determining whether or not 
the impostor rule applies in the instant case is whether or not such a 
defense can be raised against the federal government. Special factors 
are involved when the United States issues negotiable instruments. Such 
activity is conducted on a vast scale over a large area by agents of the 
government. From issuance to payment, transactions involving such 
commercial paper may take place in several different states. The 
Supreme Court, mindful of the need for uniformity as to the rights 
and liabilities of the United States on commercial paper issued by it and 
recognizing to perform adequately its basic function such paper must 
be freely transferable, has developed two basic concepts. First, the 
rules governing the rights and liabilities of the government on negotiable 
paper are to be determined by federal courts through reference to federal 
rather than local law (Clearfield Trust Company v. United States, 1943, 
818 U.S. 363, 63 S. Ct. 578, 87 L.Ed. 838; National Metropolitan Bank 
v. United States, 1945, 323 U.S. 454, 65 S.Ct. 354, 89 L.Ed. 383). Second, 
the United States is not a preferred suitor, its rights and liabilities being 
identical with those of a private individual under the same circumstances 
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(United States v. National Exchange Bank of Baltimore, 1926, 270 US. 
527, 46 S.Ct. 388, 70 L.Ed. 717; Clearfield Trust Company v. United 
States, supra). 

In applying these concepts to altered instruments and forged adem 
ments, the Supreme Court has held that the government cannot recover 
an overpayment paid by it on a check, the face amount of which had 
been fraudulently raised, because, being both drawer and drawee, the 
government is bound to a knowledge of its own checks (United States 
v. National Exchange Bank of Baltimore, supra, affirming 1924, 4 
Cir., 1 F.2d 888). The general rule that recovery may be had from one 
who, having guaranteed prior endorsements, presents and collects a 
valid commercial instrument with a forged endorsement was recognized 
in the Clearfield case, supra. The existence of certain well established 
exceptions to this general rule was noted in National Metropolitan Bank 
v. United States, supra, $23 U.S. at pages 458, 459, 65 S.Ct. $54, and one 
of these exceptions held to govern in United States v. Chase National 
Bank, 1920, 252 U.S. 485, 40 S.Ct. 361, 64 L.Ed 675, where the govern- 
ment as drawee was denied recovery upon a forged endorsement since the 
government’s name as drawer had also been forged. 


Two other cases dealing with forged endorsements in which the 
government has been allowed to recover, require a closer analysis. In 
United States v. National Exchange Bank of Providence, 1909, 214 
US. 302, 29 S.Ct. 665, 53 L.Ed. 1006, the government, upon receipt of 
certain forged pension vouchers, drew 194 pension checks payable to 
the pensioners named in the vouchers and mailed the checks to the 
addresses given in the vouchers. Subsequently, the payees’ endorse- 
ments were forged, and the checks negotiated. The impostor rule was 
not raised as a defense nor does it affirmatively appear that such a 
defense would have been available. The case was indeed upon an agreed 
statement of facts, one of which was that the payees’ endorsements were 
forged (United States v. National Exchange Bank of Providence, supra, 
214 US. at page 310, 29 S.Ct. 665). The Supreme Court did not, nor 
can this court, go behind the agreed statement to conjecture as to which 
of the innumerable variations of fact, if any, made the defense of the 
impostor rule unavailable. The decision in the National Exchange 
Bank of Providence case is referred to as involving forged endorsements 
(United States v. National Exchange Bank of Baltimore, supra, 270 U.S. 
at page 534, 46 S.Ct. 388; Clearfield Trust Company v. United States, 
supra, 318 U.S. at page 368, 63 S.Ct. 573), and is limited to a holding 
that prompt notice of the discovery of a forged endorsement is not a 
condition precedent to suit, the question of whether or not lack of prompt 
notice might be a defense not having been reached (Clearfield Trust 
Company v. United States, supra, 318 U.S. at page 369, 63 S.Ct. 573). 

In National Metropolitan Bank v. United States,’ supra, upon receipt 


1 Certiorari was granted by the Supreme Court in the National Mertopolitan Bank 
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of certain pay and travel mileage vouchers forged by a civilian clerk in 
the Paymaster’s Office of the Marine Corps, the government drew 144 
checks payable to the officers named in the vouchers and delivered the 
checks to the civilian clerk for distribution to the named payees. The 
clerk then endorsed these checks in the payees’ names. The impostor 
rule is clearly not applicable. The checks were not delivered by the 
government to its own clerk believing him to be the person whose name 
he had assumed and intending him to be the person to present and 
endorse the instruments. Moreover, rules of law relative to the relation- 
ship of principal and agent are called into play where the drawer’s 
employee having some authority in respect to the drawing and/or 
delivery of the instrument is a party to the fraud. 


That the Supreme Court appreciated that this distinction had been 
made by courts is evidenced by two facts. First, it notes in affirming the 
decision of the District of Columbia Court of Appeals, in 142 F.2d 474, 
that the authority relied on by that court was the decision in Washington 
Loan & Trust Company v. United States, 1943, 77 U.S.App.D.C. 284, 
134 F.2d 59.2. The Court of Appeals for the District of Columbia re- 
ferred in both cases to a number of exceptions, none of which applied 
to the facts then before the court, which would bar a drawer or drawee 
from recovering on a guarantee of prior endorsements and in the 
Washington Loan & Trust Company case, supra, 184 F.2d at page 63, 
lists the impostor rule as such an exception. 


Secondly, the Supreme Court, in the National Metropolitan Bank 
case, supra, 323 U.S. at page 459, 65 S.Ct. at page 356, states: 


“We do not say that there may not be some circumstances, 
not now before us, under which the government might be pre- 
cluded from recovery because of conduct of a drawer prior to a 
guaranty of endorsement. We do hold that negligence of a 
drawer-drawee in failing to discover fraud prior to a guaranty of 
the genuineness of prior endorsements does not absolve the 
guarantor from liability in cases where the prior endorsements 
have been forged.” Emphasis supplied.) 


The conclusion that this court draws from the Supreme Court cases 


case because of a conflict between the decision of the Court of Appeals for the District 
of Columbia in National Metropolitan Bank v. United States, 1944, 79 U.S.App.D.C. 
54, 142 F.2d 474, and the decision in United States v. First National Bank of Chicago 
7 Cir., 1948, 188 F.2d 681. This conflict arose as to the effect of the drawer-drawee’s 
negligence, prior to a specific guaranty of endorsements, on the right to recover upon a 
forged endorsement. The impostor rule was not raised as a defense in the First National 
Bank case nor does the court’s statement of facts indicate an impersonation induced the 
issuance of the checks involved therein. 

2In the Washington Loan & Trust Company case, 184 F.2d at page 62, the court cites 
with approval, as applying to the facts before it, the statement of Judge Sibley in Insur- 
ance Company of North America v. Fourth National Bank of Atlanta, D.C.N.D.Ga.N.D. 
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just cited is that the impostor rule should be applied to commercial 
paper issued by the federal government in those circumstances where it 
would be applied had the paper been issued by a private individual. 


A majority of the federal courts have reached this same conclusion 
both before and after the decisions in United States v. National Exchange 
Bank of Providence supra, and National Metropolitan Bank v. United 
States, supra (Security-First National Bank of Los Angeles v. United 
States, 9 Cir., 1939, 103 F.2d 188; United States v. First National Bank 
of Prague, Oklahoma, 10 Cir., 1941, 124 F.2d 484; United States v. First 
National Bank, Albuquerque, N.M., 10 Cir., 1942, 181 F.2d 985, certiorari 
denied 318 U.S. 774, 63 S.Ct. 830, 87 L.Ed. 1144; Continental-American 
Bank & Trust Company v. United States, 5 Cir., 1947, 161 F.2d 935, on 
subsequent appeal; 5 Cir., 1949, 175 F.2d 271, certiorari denied 338 U.S. 
870, 70 S.Ct. 146, 94 L.Ed. 534; United States v. National Exchange 
Bank, C.C.E.D.Wis. 1891, 45 F. 163; United States v. Liberty Insurance 
Bank, D.C.W.D.Ky. 1928, 26 F.2d 493; United States v. First National 
Bank & Trust Co. of Oklahoma City, Oklahoma, D.C.W.D.Okl. 1936, 17 
F Supp. 611; United States v. Bank of America National Trust & Savings 
Association, D.C.N.D.Cal.S.C.1942, 47 F.Supp. 279 (dictum), new trial 
granted in D.C. 1943, 51 F.Supp. 751, as to issue of damages incurred 
through lack of prompt notice of forged endorsements; United States v. 
First National Bank & Trust Company, D.C.W.D.N.C. 1950, 92 F.Supp. 
356) .2 No distinction has been made by the courts between the effect 
to be given an impersonation by mail and one in person, due probably 
to the desirability of promoting the transferability of commercial paper 
issued by the federal government (Britton on Bills and Notes, sec. 151, 
p. 724; 5 Williston on Contracts, Revised Edition, sec. 1517 B). 


Returning to the facts of this case, subsequent to May 31, 1948 when 
Willie J. Hazel’s address was changed through error and prior to January 
10, 1949, when the Veterans’ Administration received the first form filled 
out by the impostor to establish his eligibility for veteran’s benefits, the 
government, acting on information received from and concerning Willie 
J. Hazel clearly intended Willie J. Hazel as the payee. Consequently, 
the endorsements by Willie Hazel, Jr. of these checks are forgeries (Ful- 
ton National Bank v. United States, supra; Fulton National Bank of 
Atlanta v. United States, supra). The checks issued after January 10, 
1949 were intended to be paid to and endorsed by the person who had 


1926, 12 F.2d 100, 102; Id., D.C.N.D.Ga.1926, 14 F.2d 131; Id., 5 Cir., 1928, 28 F.2d 
988, certiorari denied 279 US. 858, 49 S.Ct. 349, 73 L.Ed. 996. 
. The fraud of a trusted agent does not fix the loss of his innocent principal, 
as against the third party injured, though the principal was careless . . 
Judge Sibley in this same decision mentioned and distinguished the impostor rule. 


3 For decisions not applying the impostor rule after having considered such issues as 
intent, negligence, and estoppel see: United States v. National City Bank of New York, 
D.CS.D.N.Y.1939, 28 FSupp. 144; United States v. Canal Bank & Trust Co., D.C.E.D. 
La.19389, 29 F.Supp. 605. 
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satisfied the Veterans’ Administration that he was entitled to such 
disability payments, in this case Willie Hazel, Jr. Part III, paragraph 
II of Veterans’ Regulation No. 1(A) promulgated by Ex.Ord. No. 6156, 
6—6—1933, 38 U.S.C.A. Ch. 12A, provides that whenever the annual 
income of a pensioner exceeds the amount therein specified* the award 
of pension shall be discontinued and that the Veterans’ Administration 
may require such information, proofs, or evidence of income as may be 
necessary. It was a possible violation of this regulation which finally 
led the Veterans’ Administration to discover that the impostor was not 
entitled to the checks he had been receiving. Actually the Veterans’ 
Administration must have failed to check against each other any of the 
forms sent in by the impostor. Had the 1949 form, which was placed 
directly on top of the 1948 form, been compared with the 1948 form, 
some question would certainly have arisen as to how in twelve months 
Willie J. Hazel, a physically disabled veteran who had had no source 
of income other than his pension for over seven years and who had no 
children, had suddenly become Willie Hazel, Jr., the father of two 
children, the youngest being fourteen months old, and had earned $1,500 
in excess of his pension. Likewise, question should have arisen in regard 
to the 1950 form which, on its face, showed that the impostor had not 
been eligible for benefits in 1949, his income for that year having been 
$3,097.65, not including disability pension, and that he would not be 
eligible for the coming year, his estimated income for 1950 being $2,000, 
plus $600 subsistence allowance. As a matter of law, the Veterans’ 
Administration was required to act on the information furnished by 
the completed forms. That it did not so act as a matter of fact cannot 
change the legal consequences of the drawing and delivery of checks 
subsequent to the receipt of such information. For the same reason the 
intent of the drawer is not affected by the fact that the impostor signed 
the first yearly form in the name of Willie Hazel, Jr. As far as the 
plaintiff is concerned, Willie Hazel, Jr. assumed the identity of Willie 
J. Hazel when he accepted and returned a form with the C number and 
the name of Willie J. Hazel printed thereon by the Veterans’ Administra- 
tion. None of the endorsements on checks issued subsequent to January 
10, 1949 are forgeries. 


The court will sign an appropriate order in favor of the plaintiff as 
against the defendant Union Trust as to the checks issued on June 30, 
1948; July 31, 1948; and November 30, 1948 totalling $180, together 
with interest thereon at the rate of 6% per annum from the date of 
receipt; and in favor of the defendant Union Trust as against third-party 


*This amount was $1,000 for a single person or $2,500 for a married person or any 
person with minor children until amended, effective July 1, 1952, to $1,400 an and $2,700 
respectively. 

538 C.FR. sec. 3.288 (c) (8) relating to computation of annual income provides subsis- 
tence allowances under Public Law 346 shall be included as income. 





IMPOSTOR RULE APPLIED TO GOVERNMENT 305 


defendant Reuben Fishkind as to the checks issued on June 30, 1948 
and July 31, 1948 totalling $120, together with interest thereon at the 
rate of 6% per annum from the date of receipt; and in favor of the 
defendant Union Trust as to the remaining twenty-four checks; the 
defendant Union Trust to pay only its own costs. 





Notice of Forgery Held Insufficient 


A Texas court has handed down a decision that indicates 
there must be strict compliance with the state’s statute which 
requires that claims against banks based on forged checks be 
made in writing within one year from the time such checks are 
paid. In this case the depositor came to the bank with one 
forged check that had been returned to him with his August 
statement. He and a vice president of the bank, at the latter’s 
suggestion, looked over the checks for the month of Septem- 
ber and found two more forged checks. The depositor took 
the two September checks for which he gave the bank written 
receipts and told the bank officer he would settle the matter 
himself because it involved members of his family. Some ten 
months later the depositor returned to the bank and explained 
that he had been unable to recover the amount of the checks 
and that he wanted the bank to credit his account for this 
amount. Bank officials explained that they would have com- 
plied if the request had been made earlier but that the matter 
was now out of their hands. They suggested that the depositor 
talk this matter over with the bank’s insurance carrier. He 
tried to do this but was unsuccessful and during the one year 
statutory period after the payment of the checks he did not give 
the bank written notice of the forgeries other than the two 
signed receipts. 


Under these circumstances the court ruled that there had 
not been compliance with the statute requiring written notice 
of forgeries and that the bank had not waived the right to de- 
fend itself on grounds of lack of written notice simply by ac- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 578. 
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cepting the written receipts. Stauffer v. Frost National Bank 
of San Antonio, Court of Civil Appeals of Texas, 291 S.W.2d 
743. The opinion of the court is as follows: 


W. O. MURRAY, C.J.—This suit was instituted by F. F. Stauffer, 
doing business as Stauffer Photo Service, a depositor of the Frost 
National Bank, against Frost National Bank, a banking corporation, 
seeking judgment in the sum of $8,000, being the total amount of three 
forged checks charged to plaintiff’s account by the bank. At the conclu- 
sion of the evidence, the trial court granted defendant’s motion for an 
instructed verdict and judgment was rendered that plaintiff take 
nothing, from which judgment F. F. Stauffer has prosecuted this appeal. 


The Bank defended, among other things, upon the theory that it had 
not been given written notice of the forgery of these checks within one 
year after the checks were paid, as is provided for by Art. 342-711, 
Vernon’s Ann.Civ.Stats., reading in part as follows: 


“. . . No depositor shall be permitted to dispute any charge 
to his account on the ground that the same is based upon a forged, 
unauthorized, raised or altered item unless, within one (1) year 
from the time check was paid, he shall notify the bank in writing 
that the item in question is forged, unauthorized, raised, or 
altered.” 


Appellant first contends that there was a substantial compliance 
with the provisions of Art. 342-711, supra. 


The record shows that one check was for the sum of $2,000, dated 
August 17, 1945, and the other two were for the sum of $3,000 each, one 
being dated August 17, 1945, and the other, August 18, 1945. Each was 
made payable to a Mexican corporation by the name of Puertas Y 
Ventanas S de R.L.C.V. or bearer. Appellant’s name was forged to 
each of these checks and each was endorsed with a rubber stamp which 
included the name of the corporation, Puertas Y Ventanas S de R.L.C.V., 
and the signature of Jose Luis Vargas, appellant’s son-in-law, who was 
the manager of the Mexican corporation and authorized to endorse 
checks on behalf of the corporation. The first check, for the sum of 
$2,000, was mailed to appellant in his bank statement for the month 
of August, 1945. Appellant discovered the forgery at once and went 
to the Bank and had a conversation with a Vice-president of the Bank, 
T. B. Muller. Mr. Muller suggested that they look at his cancelled 
checks for the month of September, 1945, to see if there were other 
forgeries. This they did and discovered the two additional forged 
checks payable to Puertas Y Ventanas S de R.L.C.V. or bearer, each 
in the sum of $3,000, and each being endorsed as was the first check. 
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Appellant’s daughter owned practically all the stock in this corporation, 
and appellant had advanced the sum of about $50,000 to the corpora- 
tion, with the expectation that he would be repaid when there were 
profits. His son-in-law, Jose Luis Vargas, was the general manager of 
the corporation. Appellant told Muller that he thought he knew where 
the forged checks came from and that he would like to take checks to 
Mexico and see if he could get the matter straightened up—that it was 
a family affair. This arrangement was satisfactory to Muller who took 
a written receipt signed by appellant for each of the $3,000 checks and 
delivered them to appellant. Appellant still had the forged check for 
the sum of $2,000 in his possession. Some time later Muller saw 
appellant and asked him how he was coming with reference to the 
forged checks, and he stated that he had not yet been successful in 
getting the matter straightened out. During the time appellant was 
trying to get the matter settled he advanced some $4,000 to Puertas Y 
Ventanas, as was reflected by checks coming to appellee Bank for charge 
against appellant’s account. Ultimately Jose Luis Vargas became a 
fugitive from justice and Puertas Y Ventanas became completely in- 
solvent. After these happenings, and some ten months after the forged 
checks had been turned over to appellant, he again came to the bank 
and told Muller that he had been unable to get the matter straightened 
up and that he wanted the Bank to give his account credit for the 
amount of the three forged checks. Muller told him that if he had 
made this request much earlier they would have done so. Muller sug- 
gested that they talk to Mr. Frost. They went together and talked 
to a Mr. Frost. Appellant was not sure whether it was Joe Frost, 
Chairman of the Board of the Bank, or Tom Frost, President of the 
Bank. It seems to be immaterial which Mr. Frost it was to whom 
they talked. Mr. Frost told appellant that the matter was out of his 
hands, that he would have to see a Mr. Klein, who had an office on 
Losoya Street. Mr. Klein was an agent of the insurance carrier of 
the Bank. Appellant went by to see Mr. Klein but he was out and he 
was not thereafter successful in seeing Mr. Klein. Appellant did not 
within one year, as is required by Art. 342-711, supra, give written 
notice to the Bank that the checks were forgeries and that he expected 
the Bank to give him credit on his account for the amount of the 
checks, unless appellant’s signing of the two receipts was such written 
notice. 

Appellant contends that when he signed the two receipts for the 
checks he thereby gave written notice of the forgeries, such as is re- 
quired by Art. 342-711, supra. We do not agree. They were simple 
receipts for the two checks. The receipts were placed with appellant’s 
other cancelled checks in lieu of the checks which were delivered to 
him. The receipts said nothing even intimating that the checks were 
forged, if anything, they were to the contrary. 
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It is clear that the Bank is relieved from liability by the provisions 
of Art. 342-711, supra, unless the Bank has waived its right to have 
such written notice, or unless the Bank is estopped from claiming the 
benefits of the provisions of that article. 

If the evidence was conflicting as to such waiver or estoppel then, 
of course, the matter should have been submitted to the jury. The 
evidence was not sufficient to raise a question of fact for the jury as to 
such waiver or estoppel. Certainly, the Bank or its officials did not 
intentionally waive the protection afforded it by the statute, and we 
find nothing in the record which shows that it impliedly did so. It is 
true that the Bank had oral notice that the checks were forged, but 
the statute requires written notice. This oral notice which was given 
to the Bank at the time the checks were delivered to appellant did not 
put the Bank on notice that appellant was expecting it to make the 
checks good by giving appellant’s account credit for the amount of the 
checks, or by paying him that amount in some way. Just the opposite 
was indicated. 

Courts of other States, having similar statutes as Texas, have held 
that such statutes are statutes of limitation and that the notice required 
is not simply the information that the check is forged, it must amount to 
a demand upon the bank for payment of the forged check, or the deposi- 
tor must at least make it known to the bank that he is looking to the bank 
for reimbursement. Herbel v. The Peoples State Bank, 170 Kan. 620, 228 
P.2d 929; Flaherty v. Bank of Kimball, S. D., 68 N.W.2d 105; United 
States Fidelity & Guaranty Co. v. Beall, D.C., 73 F.Supp. 977; Standard 
Accident Ins. Co. v. Montclair Trust Co., 81 N.J.Super. 253, 106 A.2d 
368; Cohen v. Manufacturers Trust Co., Sup., 144 N.Y.S.2d 366. 

When appellant first talked to Muller he indicated that he was not 
then looking to the bank for reimbursement, but wanted to get the 
matter settled himself. Some ten months later, after he had failed in 
his efforts, after the Mexican corporation had become hopelessly in- 
solvent and his son-in-law had become a fugitive from justice, he 
came to the Bank and for the first time made an oral demand on 
the officers of the Bank that they take care of the forged checks. At 
this late date, under all the circumstances, the Bank owed him no 
particular duty to assist him in making a legal demand on it by inform- 
ing him that the statutes required such notice to be in writing. The 
officers of the Bank certainly did not mislead appellant in any way by 
telling him he was too late, that the matter was out of their hands, 
and to see Mr. Klein. The Bank did not waive its rights, nor is it 
estopped to claim the protection given it by the statute. It could well 
be that Art. 342-711, supra, was enacted for the very purpose of taking 
care of a confused situation such as we have here. Appellant having 
failed to give the Bank written notice of the forgeries and of the fact 
that he was expecting the Bank to reimburse him for the amount of 
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the checks, is barred from maintaining this suit by the provisions of 
Art. 342-711, supra, and the trial court did not err in granting appellee’s 
motion for an instructed verdict. Herbel v. Peoples State Bank, supra; 
Flaherty v. Bank of Kimball, supra; United States Fidelity & Guaranty 
Co. v. Beall, supra; Standard Accident Ins. Co. v. Montclair Trust Co., 
supra; Cohen v. Manufacturers Trust Co., supra. 

The judgment is affirmed. 


Bank Officer Barred From Holding any 
Banking Position for Indefinite Period 


In a most unusual decision the Supreme Court of Penn- 
sylvania has in effect upheld a ruling of the Banking Board of 
Pennsylvania which required the removal of an officer from 
his position as president and director of a bank and which 
directed that he be prohibited from holding a position with any 


bank in the state for an indefinite period. The ruling of the 
Board came as the result of this officer’s “abuse of his position 
as an officer of the bank” which, according to the Board, in- 
volved the breach of his duty of good faith by using his position 
to advance his own private interests to the detriment of the 
other shareholders and the institution. 


The court ruled that on certiorari by the officer for review 
of his case by the upper court, the only matters that could be 
reviewed were the jurisdiction of the Banking Board and the 
regularity of the Board’s action. It concluded that the Board 
clearly had jurisdiction to act in this case and to require the 
officer’s removal. Moreover under the Pennsylvania statute, 
Section 501, subd. B of the Department of Banking Code, 
which provided that “Any . . . director . . . who is removed 
from his office or position as provided in this section shall there- 
after be disqualified from acting as an attorney, officer, em- 
ploye, director, or trustee of any institution ‘in this Common- 
wealth, for such period as the .. . Banking Board . . . shall 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1067. 
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prescribe” the Board had the power to disqualify the officer for 
any period it chose at its discretion. Swank v. Myers, Secretary 
of Banking, et al., Supreme Court of Pennsylvania, 126 A.2d 
267. The opinion of the court is as follows: 


JONES, J.—These appeals, in the nature of certiorari, seek review of 
successive steps taken by the Secretary of Banking and the Banking 
Board of Pennsylvania in the exercise of prescribed administrative pro- 
cess for the disciplining of a bank official deemed to be guilty of viola- 
tions of the State Banking Code. 


The appellant, Boyd M. Swank, was president and director of the 
Vandergrift Savings and Trust Company. The action taken against 
him by the Secretary of Banking, whereof he complains, resulted from 
his conduct in entering into a written agreement with C. E. Palmer, 
president and principal stockholder of the Peoples Union Bank of 
McKeesport, Pennsylvania. By the agreement which Palmer drafted 
in Swank’s presence, the latter agreed, in consideration of a secret fee 
of $100,000 to be paid him by Palmer, to use his influence in obtaining 
for Palmer shares of the capital stock of the Vandergrift Savings and 
Trust Company from holders thereof at a price of $500 per share and to 
sell his own holdings of 810 shares of such stock to Palmer (and any 
additional shares he might acquire within ninety days of the date of 
the agreement) for $600 per share. 


The agreement was entered into and signed by Palmer and Swank on 
November 23, 1954. It emanated from Palmer’s desire to constitute the 
Vandergrift Savings and Trust Company a branch of the Peoples Union 
Bank of McKeesport. Swank succeeded in persuading the holders of 
208 shares of the Trust Company stock to sell it to him at $500 per share. 
Shortly thereafter (circa mid-January, 1955), the agreement between 
Swank and Palmer, supposedly known to them only, in some manner 
became public information. The animosity toward Swank, which 
knowledge of the agreement at once engendered in the Trust Company’s 
stockholders, caused him to withhold further activity in pursuance of 
the agreement, and the shareholders, who had sold their stock to him at 
$500 per share, instituted a suit against him in Westmoreland County 
in an effort to obtain $100 per share more for the stock they had sold 
him. 


On February 14, 1955, Palmer exercised his option under the agree- 
ment to buy Swank’s 810 shares of the Trust Company stock at $600 
per share. Swank refused to perform, but, after the draft of a bill in 
equity for specific performance had been exhibited to him, he complied. 
Thenceforth, Palmer dealt directly with the shareholders of the Trust 
Company, offering them $600 per share for their stock. Thus, he suc- 
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ceeded in acquiring, all told, 1,690 shares of the Trust Company stock 
which, together with the 208 shares Swank had purchased from stock- 
holders at $500 per share, accounted for all but 102 shares of the Trust 
Company’s outstanding capital stock of 2,000 shares. 


On March 25, 1955, Swank instituted two suits in the Court of 
Common Pleas of Allegheny County against Palmer and the Peoples 
Union Bank, jointly. In the one (an action of assumpsit) he claimed 
$100,000 damages for Palmer’s alleged breach of their agreement of 
November 23, 1954, and $5,512.50 for money allegedly had and received, 
representing the accrued earnings on the 810 shares of Trust Company 
stock (transferred by Swank to Palmer) between January 1, 1955, and 
March 9, 1955. The other suit was in equity and sought an injunction 
to prevent Palmer’s using the 810 shares of Trust Company stock in any 
way to effect Swank’s removal from his office as president of the Trust 
Company or from reducing the emoluments of that office. The institu- 
tion of the suits was followed by extensive newspaper publicity and at 
once came to the attention of the Secretary of Banking who promptly 
secured copies of the complaints which were sworn to by Swank and 
which set forth the facts herein related, and more in detail. 


By letter of March 31, 1955, addressed to Swank, the Secretary of 
Banking notified him that, by reason of his participation in the trans- 
actions described by him in his Allegheny County lawsuits, his continu- 
ance in office as president and director of the Vandergrift Savings and 
Trust Company would render the conduct of the bank’s business unsafe 
and unsound. The Secretary thereupon demanded that Swank resign 
his bank offices at a special meeting of the board of directors on April 
5, 1955, which the Secretary was causing to be called for that puurpose. 
Swank responded to the Secretary by a letter denying that the business 
of the bank was being conducted in an unsafe and unsound manner 
and questioning the Secretary’s authority in the premises. The board 
of directors met at the time of the scheduled special meeting and 
removed Swank from the office of president by a duly adopted resolu- 
tion after all parties in interest, including Swank and his counsel, had 
been heard. 


It is the action of the Secretary of Banking in demanding Swank’s 
ouster by the board of directors of the Trust Company from his offices 
with the bank and the board’s consequent removal of him as president 
of the Trust Company that Swank seeks to have reviewed on the 
certiorari issued on his appeal at No. 6 May Term, 1956. He later filed 
a petition with this court requesting permission to withdraw the appeal 
and for an order directing the Court of Common Pleas of Westmoreland 
County to proceed to a final disposition of a case, there pending but in 
no wise involved here, which was being held in abeyance awaiting action 
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on the instant appeals.1 We entered an order granting the appellant 
permission to withdraw the appeal, but he later formally declined so to do. 

In any event, there is no procedural basis for such an appeal. The 
function of a certiorari is to bring up for appellate review the records and 
proceedings in an inferior judicial or quasi-judicial tribunal. The actions 
of the Secretary of Banking and the board of directors of the Vandergrift 
Savings and Trust Company did not entail the exercise of any judicial 
or quasi-judicial function but were purely administrative in character 
and, hence, not cognizable on certiorari. See Newport Township School 
District v. State Tax Equalization Board, 366 Pa. 603, 608, 79 A.2d 641. 
There is no more authority for judicial review on certiorari of the action 
of a bank’s board of directors than there is of the action of any in- 
corporated body’s board of directors. The motions of the Secretary of 
Banking and of the board of directors of the Vandergrift Savings and 
Trust Company to quash the appeal at No. 6 May Term, 1956, must be 
granted. 


On April 6, 1955, the day following Swank’s removal as president of 
the Vandergrift Savings and Trust Company by its board of directors, 
the Secretary of Banking wrote, repeating his demand of Swank that 
he resign as a director of the bank or suffer citation to the Banking 
Board to show cause why he should not be removed as a director. 
Swank refused to resign, and a citation, as forecast by the Secretary of 
Banking, duly issued calling on Swank to appear before the Banking 
Board on May 11, 1955, to show cause why he should not be removed 
from his office as director of the Trust Company and the office declared 
vacant. 


The hearing by the Banking Board was held, as scheduled, all parties 
in interest being present with Swank represented by counsel. Consider- 
able testimony was taken, and, in addition, the Banking Board had 
before it copies of the agreement between Swank and Palmer and the 
several complaints that had been filed in the court proceedings that 
had grown out of the agreement. In an adjudication filed May 25, 1955, 


1 Qn April 9, 1955, four days after the board of directors of the Trust Company ousted 
Swank from his position as president of the bank, he instituted an action in equity in 
the Court of Common Pleas of Westmoreland County alleging that the action of the 
board in depriving him of his office as president was a result of coercion and did not repre- 
sent the independent judgment of the board. He prayed that the court nullify the board’s 
action and, further, that the board be restrained from interfering with his continuance in 
his office as president of the bank. On December 1, 1955, the chancellor filed an adjudica- 
tion and a decree nisi granting the prayers of the complaint. On January 12, 1956, the 
court en banc entered an order postponing final disposition of the case pending determina- 
tion of the instant appeals which had been taken in the meantime. While the appeals 
are not concerned with the Westmoreland County equity suit, it is not amiss to note in 
this connection that Swank failed of election as a director of the bank at the annual 
stockholders’ meeting on January 9, 1956, and, consequently, was thenceforth incapable 
of being president of the bank. See Section 511, subd. B of the Banking Code of 1938, 
P.L. 624, as amended, 7 PS. § 819-511. In fact, the appellant, in his brief in this court 
at No. 5 May Term, 1956, concedes that “It is no longer possible to restore [him] to those 
offices [president and director of the Vandergrift Savings and Trust Company] his 
term having expired on January 9, 1956.” 
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the Banking Board found that Swank had abused his position as an 
officer of the bank and had breached the duty of good faith required in 
his dealings with the institution and other shareholders by using his 
position to advance his own private interests to the detriment of the other 
shareholders and the institution. The Banking Board also found that, 
because of his breach of trust, as long as he continued to hold the office 
of director of the Trust Company the business of that institution would 
be conducted in an unsafe and unsound manner, rendering its condition 
unsafe and unsound. The Banking Board accordingly entered an order 
requiring the Vandergrift Savings and Trust Company to remove Swank 
from the offce of director and further ordered that “the said Boyd M. 
Swank shall thereafter be disqualified from acting as an attorney, 
officer, employee, director or trustee of any institution in this Common- 
wealth which is subject to the supervision of the Department of Bank- 
ing.” 

By letter of June 3, 1955, the Department of Banking, acting by 
the Secretary, directed Vandergrift Savings and Trust Company to 
remove Swank as a director as of June 6, 1955, and, on that date, a 
resolution of the board of directors of the Trust Company was adopted 
to that end. And, on June 12, 1955, the directors of the Trust Company 
elected a new president and a new director to succeed to the vacancies 
created by the ouster of Swank. 


Swank appealed the adjudication and order of the Banking Board 
to this court at No. 5 May Term, 1956, which is the other of the two 
appeals presently before us. Review of final action by the Banking 
Board may be had in this court as on certiorari. Delaware County 
National Bank v. Campbell, 378 Pa. 311, 318, 106 A.2d 416; Philadelphia 
Saving Fund Society v. Banking Board of Pennsylvania, 383 Pa. 253, 
256, 118 A.2d 561. But, whether it be a broad or a narrow certiorari 
depends upon whether the particular statute under which the com- 
plained-of substantive action has been had is silent on a right to review 
or expressly excludes it. We have frequently reiterated the rule that, 
where a statute provides for a quasi-judicial administrative determina- 
tion of a controversy of a particular kind or nature and provides further 
that the determination by the designated agency shall be final and 
without right of appeal to the courts, this court will nevertheless review, 
as on certiorari, for questions of jurisdiction and regularity of proceedings 
only. We do not examine into the merits of the controversy even though 
it may appear that the governmental agency may have erroneously 
interpreted the law or misread the facts. See, e. g., In re Addison, 385 
Pa. 48, 58, 122 A.2d 272; Kaufman Construction Co. v. Holcomb, 357 
Pa. 514, 518, 55 A2d 534, 174 A.L.R. 189, and ¢ases there cited in 
footnote 2. 


In the present instance, the proceeding before the Banking Board, 
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looking to the removal of Swank as a director of the Trust Company, 
was had under Section 501, subd. B of the Department of Banking Code 
of 1933, P.L. 565, 71 P.S. § 733-501, which provides, inter alia, that “The 
decision of . .. the Banking Board . . . shall be conclusive and not subject 
to any review.” It follows, therefore, that our review, as on certiorari, 
is limited narrowly. While the proceeding before the Banking Board in 
the Delaware County National Bank case, supra, was not concerned with 
Section 501, subd. B of the Department of Banking Code, cit. supra, Mr. 
Justice Bell there observed for the court [378 Pa. 311, 106 A.2d 420], by 
way of exclusion, that the prohibition on review applied “to the question 
of removal of an officer, employe or director under § 501, subd. B.” In 
short, appellate review of action taken by the Banking Board under 
Section 501, subd. B of the Department of Banking Code is upon a 
narrow certiorari. The only questions, therefore, properly now before 
us are those relating to jurisdiction and regularity of proceeding. 


It is sufficient for present purposes to say that the Banking Board 
has jurisdiction and the proceedings were regular, fully comporting as 
they did with the requirements of Section 501, subd. B of the Depart- 
ment of Banking Code. Furthermore, the matter is moot. The appel- 
lant frankly recognizes in his brief that “On January 9, 1956, the term 
of office of Boyd M. Swank ended and at the annual meeting of the 
shareholders held on that day Mr. Swank did not receive a sufficient 
number of votes to be reelected as director.” See also appellant’s conces- 
sion as quoted at the end of footnote 1, supra, to the effect that it is 
no longer possible to restore him to the offices of president and director 
of the Vandergrift Savings and Trust Company, his term having expired 
on January 9, 1956. 


There is, however, one phase of the Banking Board’s order that is 
not moot because of the enduring nature of the disqualification imposed 
on Swank by the Banking Board’s order that he not again engage in 
the banking business in Pennsylvania. The appellant argues that what 
is thus an indefinite penalty is too harsh. The power to impose such 
a penalty, however, has been expressly conferred upon the Banking 
Board by the legislature. Section 501, subd. B of the Department of 
Banking Code provides, inter alia, that “Any . . . director . . . who is 
removed from his office or position as provided in this section, shall 
thereafter be disqualified from acting as an attorney, officer, employe, 
director, or trustee of any institution in this Commonwealth, for such 
period as the . . . Banking Board . . . shall prescribe.” (Emphasis 
supplied.) There can be no question that the determination of the 
period of disqualification rests within the sound discretion of the Bank- 
ing Board. As originally enacted, Section 501, subd. B of the Code 
provided that removed bank officials “shall forever thereafter be dis- 
qualified ...” Act July 2, 1935, P.L. 525, 81. The term “forever” was 
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deleted by the amendatory Act of April 22, 1937, P.L. 387. Thereby 
the duration of the period of disqualification was intentionally left to 
the sound discretion of the administrative tribunal and may not be 
inquired into here. State Board of Undertakers v. Frankenfield, 329 Pa. 
440, 198 A. 302. 


The appellant evinces concern lest the finality of the Banking Board’s 
order against him may be used to impair his rights against Palmer under 
their contract of November 23, 1954, now involved in Swank’s suits 
against Palmer and the Peoples Union Bank of McKeesport in the 
Court of Common Pleas of Allegheny County. Nothing herein con- 
tained is in any wise intended to adjudicate, or even impliedly pass 
upon, the respective rights and liabilities of Swank and Palmer, inter 
se, under their contract of November 23, 1954. Any such questions are 
matters for determination in their private litigation. All that is in- 
volved in the records now before us is the action of the Secretary of 
Banking and of the Banking Board in respect of Swank’s ouster as 
president and as a director of the Vandergrift Savings and Trust 


Company. 
Appeal at No. 5 dismissed. 
Appeal at No. 6 quashed. 


INSURANCE COMPANY MUST PAY BANK’S 
LEGAL EXPENSES 


A bank brought suit against an insurance company to recover 
legal fees paid by the bank in defending itself when sued for personal 
injuries growing out of claims of negligence. When first apprised 
of the action the insurance company took steps to defend the 
suit for the bank but later determined that it had no obligation 
to carry on the defense and the bank was forced to employ counsel 
at its own expense. After the bank won the suit it sought recovery 
of the legal fees from the insurance company. In ruling for the 
bank the court stated: “Under a policy of liability insurance in 
which the insurance company contracts to defend actions against its 
insured, the obligation to defend arises when there is filed a petition 
against the company’s insured which pleads an action within the 
coverage of the policy. The obligation to defend exists regardless 
of the insurance company’s ultimate liability to the insured.” First 
National Bank of Akron v. The Ohio Casualty Inurance Company, 
Court of Appeals of Ohio, 187 N.E. 2d 770. 
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Damages of $1 Assessed Against Bank for 
Negligence in Handling Trade Acceptance 


After certain negotiations the purchaser of balsa wood 
agreed to send the seller a trade acceptance payable in sixty 
days. Although there was a conflict in testimony on the point, 
the court found that the purchaser’s officer did not agree to 
endorse the acceptance personally. When the seller received 
the acceptance it discounted it to a company which transmitted 
the acceptance through a bank to the defendant bank for col- 
lection. The acceptance was accompanied by a request that 
upon receipt of the acceptance the defendant bank should ob- 
tain the personal endorsement of the acceptance by the pur- 
chaser’s officer, this request having been made by the seller 
that believed the officer had orally agreed to make such personal 
endorsement. 

According to the finding of the court in a suit brought by 
the seller against the defendant (collecting) bank, the defend- 
ant overlooked this written request and the purchaser failed 
to pay the acceptance at maturity. The court ruled that despite 
the bank’s negligence in overlooking or ignoring the request, 
the bank was liable for only nominal damages of $1 plus the 
seller’s costs in bringing the suit. The reasons for the court’s 
ruling were that the seller was not hurt by the bank’s negli- 
gence because the seller knew all along that the purchaser’s 
officer had not signed his company’s acceptance personally; 
that the officer had in fact never agreed to make the personal 
endorsement and that no endorsers of the trade acceptance were 
released by the delay in protesting nonpayment which resulted 
directly from the defendant’s negligence. Balsa Ecuador 
Lumber Corporation v. Security National Bank, United States 
District Court, E. D. North Carolina, 141 F.Supp. 470. The 
opinion of the court is as follows: 


GILLIAM, D.J.—This case was tried without a jury. Jurisdiction 
is based on diversity of citizenship and an amount in controversy that 
exceeds $3,000. Balsa Ecuador Lumber Corporation is a New York 
company. The Security National Bank is a banking corporation char- 
tered by the Federal Government. The Bank’s principal office is in 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 297. 








BANK NEGLIGENT IN COLLECTION PROCEDURE 317 


Greensboro, North Carolina. Its branch office in Wilmington, North 
Carolina, became involved in the dispute at hand, which arose under 
the following circumstances. 

The Marine Development Corporation was a business concern with 
its principal offices in Washington, D.C. in the summer of 1951, the 
Marine Development Corporation was engaged in a contract to make 
balsa wood life rafts for the United States Navy. Pursuant to this 
undertaking the company had opened a branch in Wilmington, North 
Carolina. W. G. Broadfoot, who then resided in Wilmington, was vice 
president of the corporation and was in charge of its operations there. 
He had complete authority to handle all of the company’s financial 
affairs relating to the life raft contract. He could sign checks, notes, 
or other obligations on the behalf of Marine Development Corporation. 

Balsa Ecuador Lumber Corporation supplied Marine with balsa for 
the rafts. Broadfoot made the purchasers for Marine. Sales were made 
for cash before delivery or on a letter of credit. Julius Marashinsky, a 
salesman for Ecuador, negotiated the sales for Balsa. 

In November 1951, the Pennsylvania Railroad Company made an 
error that occasioned the difficulties that followed. Ecuador instructed 
the Railroad to pick up four carloads of balsa lumber on November 23, 
for shipment to Marine at Wilmington. Balsa sent these instructions 
to the Railroad on the 15th of November. The Railroad, instead of 
waiting until the 23rd, as per instructions, shipped the cars four days 
early on the 19th of November. These arrived in Wilmington before 
Ecuador received payment for them. 

Marashinsky telephoned Broadfoot when the error was discovered. 
An undetermined portion of the lumber had already been cut and was 
being processed for making life rafts. Broadfoot confessed Marine’s 
inability to pay for the entire shipment at once. He and Marashinsky 
discussed the feasibility of placing the remainder to its account in a 
warehouse operated by Broadfoot in Wilmington, to be checked out to 
Marine as it was paid for. However, Marashinsky believed that Broad- 
foot’s storage charges were unreasonably high. It was finally agreed that 
Broadfoot would send a sixty-day trade acceptance. 

Broadfoot then sent Ecuador the following letter dated December 
4, 1951: “This confirms our telephone conversation this morning with 
Mr. F. Marashinsky whereby we are to send you a sixty-day Trade 
Acceptance covering the amount we now owe you. 

“Please mail us an itemized statement together with invoices cover- 
ing the last four cars; and also show the amount of credit we have with 
you due to over-payment of previous shipments. Immediately upon 
receipt of the above and our verifying same, we will mail you our 
Trade Acceptance.” 

The letter was signed, “Marine Development Corp., Wm. G. Broad- 
foot, Vice President.” 
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Balsa replied with the following letter. 


“December 6th, 1951 
“Marine Development Corporation 
“1006 Murchison Building 
“Wilmington, North Carolina 
“Attention—Mr. Wm. G. Broadfoot, Vice-President 
“Gentlemen: 

“In accordance with your letter of December 4th, you will find 
enclosed our invoice # 6145 covering shipment totaling 603 bundles 
Kiln Dried Balsa Wood with 128,639 bft., Grades AL and NL, and 
amounting to $13,187.58. 

“As you will notice from this invoice, we have deducted from 
the value of the shipment the sum of $676.41 representing credit 
on your account in our books resulting from over-payment on 
previous shipments to you. As per our understanding, we should 
appreciate receiving your Sixty Day Trade Acceptance for the 
net amount of our invoice, i.e., $12,511.17. 

“The above-mentioned credit is arrived at as follows: .. . 

“As you know, this lumber was loaded from the dock on 
November 19th, as per enclosed bill of lading, and into cars as 
follows: ... which arrived at your plant about ten days ago. 

“Looking forward to receiving your Sixty Day Trade Accept- 
ance for $12,511.17 and thanking you in anticipation, we 


” 


remain, .. .”. 


stationery and sent to Ecuador the following instrument, entitled a 
Trade Acceptance: 


“December 6, 1951 

“To: Marine Development Corporation, P. O. Box 741, Wilming- 
ton, N.C. 

“On February 7, 1952 pay to the order of Balsa Ecuador Lumber 
Corp. Twelve Thousand Five Hundred Eleven and 17/100 
Dollars ($12,511.17). 

“The obligation of the acceptor hereof arises out of the purchase 
of goods from the drawer. The drawee may accept this bill 
payable at any bank, banker or trust company in the United 
States which such drawee may designate. 

“Accepted At: Wilmington, North Carolina, on December 6, 1951 

“Payable At: Security National Bank 

“Bank Location: Wilmington, North Carolina 

“Buyer’s Signature: Marine Development Corp. 

“By Agent or Officer: (s) W. G. Broadfoot, Vice Pres. & Treas.” 


Broadfoot had prepared on Marine Development Corporation 
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The Trade Acceptance set out above was received by the plaintiff 
and was signed “Balsa Ecuador Lumber Corp. by Helen Bases, Sec’y.” 
Ecuador discounted the paper to Amsterdam Overseas Corporation. 
Amsterdam transmitted via the New York Trust Company to the 
defendant Security National Bank for collection. Balsa, as it was bound 
to do by the deposit contract with Amsterdam, repaid the credit allowed 
on the deposit, when the Marine Development Corporation did not pay 
the Trade Acceptance at maturity. 

There is one question that arises from these transactions on which 
the evidence is in complete conflict. Did Broadfoot agree to personally 
endorse the trade acceptance? Marashinsky firmly states in a deposi- 
tion that Broadfoot did so agree in a telephone conversation that I have 
already mentioned. Broadfoot, in a deposition, is equally firm in his 
contention that, though he was bombarded with repeated requests both 
before and after the endorsed paper was received by Ecuador, he stead- 
fastly refused to personally endorse it. 

It is clear that Ecuador took the Trade Acceptance without a per- 
sonal endorsement and sent it for collection via the Amsterdam Over- 
seas Corporation and the New York Trust Company to the defendant 
Security National Bank in Wilmington. Balsa’s letter that accom- 
panied the paper to Amsterdam included the following language: “As 
mentioned over the phone for our protection, and yours, we believe it 
would be preferable that you have the enclosed Trade Acceptance for- 
warded to the Security National Bank of Wilmington, N.C. and request 
them to have Mr. W. G. Broadfoot personally endorse same.” 

Amsterdam forwarded the Trade Acceptance to the New York Trust 
Company with a letter that included the following: 


“We request you kindly to forward said acceptance to the 
Security National Bank of Wilmington, North Carolina, with the 
request to obtain the personal endorsement of Mr. William G. 
Broadfoot. Mr. Broadfoot had agreed with our clients, Balsa 
Ecuador Lumber Corporation, that he wouid personally endorse 
the acceptance of his firm, but he seems to have inadvertently 
overlooked to do so. 

“After the endorsement of Mr. Broadfoot has been obtained 
we ask you kindly to request the Security National Bank in Wil- 
mington, North Carolina, to hold the acceptance until maturity, 
February 7, 1952, and to present it for payment at that date. If 
payment should be refused at maturity, the bank should protest 
the acceptance, and advise you by wire. If the acceptance is paid 
upon maturity, airmail remittance of the proceeds will be satis- 
factory.” é; 


The New York Trust Company’s letter of transmittal to Security 
reads as follows: 
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“Attached you will find our collection 19850, a Trade Accept- 
ance of the Marine Development Corporation, payable at your 
bank on February 7, 1952, our customer has requested that we 
forward this Trade Acceptance to you at this time with a request 
that you obtain the personal endorsement of Mr. Broadfoot. We 
note he has signed this acceptance for his firm, but apparently 
overlooked endorsing the item personally. 

“When you have secured this endorsement will you please 
advise us. Hold the Trade Acceptance until maturity date at 
which time remit to us for same, if paid. If unpaid, please protest 
and wire non-payment.” 


This letter and the Trade Acceptance reached the defendant on 
about the 21st of December. The letter was filed with routine collection 
letters. Broadfoot’s office was located in the same building with the 
Bank. He was frequently in the Bank two or three times per day 
between December 21, 1951, and February 7, 1952, the maturity date 
of the Trade Acceptance. No effort was made to obtain his endorse- 
ment before maturity of the instrument. Neither did the defendant 
inform its correspondent that Broadfoot’s endorsement had not been 
obtained, though it is well to bear in mind that the ignored instructions 
were to inform correspondent when the endorsement was obtained. 


On December 24, 1951, Balsa received a check for $5,843.93 from 
Marine. This was payment in advance for more lumber which was 
shipped on the 27th of December. On January 18, 1952, Balsa had 
received two more checks, totaling $1,615, advance payment for more 
lumber shipped on the 18th of January. 


Security notified Marine by mail on January 2, 1952, that the 
Trade Acceptance was in the Bank awaiting payment on February 7th. 
Payment was refused at maturity. The next day, February 8th, the 
Trade Acceptance was returned by mail to the New York Trust Com- 
pany. Due to the intervening weekend, it was not received until the 
11th, at which time an official of the New York Trust Company tele- 
phoned the defendant and complained of the failure to follow the 
instructions included in the letter of transmittal set out above. This 
was the first inquiry made. 


An official of the defendant Bank at this time contacted Broadfoot 
who refused to endorse or pay the Trade Acceptance himself. It was 
returned to the defendant and was protested on the 14th day of 
February. Balsa, the plaintiff, brought suit in the North Carolina 
Superior Court on February 29th, and attached Marine’s account with 
the defendant Bank. The sum of $4,544.07 was all that Balsa recovered 
on execution of the judgment it got against Marine for the full amount 
of the Trade Acceptance. 


\ 
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Marine Development Corporation raised working capital to manu- 
facture the life rafts by getting advances on completed lots of the 
rafts from the defendant Bank. The defendant would advance Marine 
90 percent on the invoices for the completed rafts. The Navy made 
checks payable to the defendant in accord with the 1940 Assignment of 
Claims Act, 31 U.S.C.A. § 203. It was stipulated by the plaintiff and the 
defendant that assignments were valid. On January 28, 1952, the 
Bank discounted invoices and took demand notes from Marine for 
$27,500. On the same day the Bank received a check from Marine for 
$25,010.42 which repaid a loan made to Marine the previous summer. 
That loan was secured by a deed of trust to real estate owned by Mr. 
and Mrs. Broadfoot. During the time that the Trade Acceptance re- 
mained in the Bank, the Bank also paid other checks presented by other 
creditors of Marine, including Broadfoot. 


In the following discussion I shall employ this terminology. “Collect- 
ing Bank” indicates the one that receives an instrument from the payee. 
In this case the collecting Bank is the Amsterdam Overseas Corporation. 
“Correspondent Bank” indicates the one to which an instrument is sent 
for actual collection. The defendant in this case is the correspondent 
Bank. An intermediary such as the New York Trust Company I shall 
call a “forwarding Bank”. There is considerable conflict between many 
of the reported cases in the use of these terms. Particularly is this true 
of the words “collecting” and “correspondent”. 


In North Carolina a correspondent Bank is directly responsible to 
the obligee on an instrument for that Bank’s negligence or bad faith 
upon failure to make the collection. The obligee is presumed to have 
consented to the appointment of the correspondent as his agent by the 
collecting Bank. Lawson v. Bank of Bladenboro, 203 N.C. 368, 166 
S.E. 177. 


An action against a correspondent Bank for negligence in making 
collection is not inconsistent with an action against the principal obligor 
on the instrument itself. Safety Motors, Inc., v. Elk Horn Bank & Trust 
Company, D.C., 188 F.Supp. 872; affirmed, 8 Cir., 217 F.2d 517. I shall 
now turn to the merits of the plaintiff's action. 

It can scarcely be denied that the defendant Security National Bank 
was negligent in its handling of the transaction. Two responsible officials 
of the Wilmington branch testified that the request to secure an endorse- 
ment was novel, that it should have been directed to an official rather 
than sent with the instrument, that they had never before encountered 
such a request, that it was a security transaction rather than a collection 
transaction. Though I take all of these statements to be true, there is 
in them no justification for the defendant’s ignoring the letter from the 
New York Trust Company which accompanied the Trade Acceptance 
to the defendant’s collection department. 
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What then resulted from the defendant’s negligence? First, the 
plaintiff was not informed before maturity of the Trade Acceptance 
that Broadfoot had not endorsed it. Had the letter come to light and the 
defendant chosen to decline the request, its duty would have been to 
inform the New York Trust Company of its decision. However, by the 
very terms of the letter I would infer, and by the testimony of the 
plaintiff’s Vice-President I know that it was at all times known to the 
plaintiff that Broadfoot had not signed his Company’s Trade Accept- 
ance personally. How was the plaintiff injured by not receiving from 
the defendant information which it already had from other sources? 


Secondly, the defendant did not attempt to get Broadfoot’s personal 
endorsement on the Trade Acceptance. The preponderance of the 
evidence leads me to find that Broadfoot never agreed to personally 
endorse the paper. Marashinsky deposed that Broadfoot did agree. 
This was corroborated on the stand by the plaintiff's Vice-President, 
who apparently attempted to give an honest account of all that 
happened. Broadfoot deposed that he never so agreed. This was 
corroborated on the witness stand by an equally impressive witness. 
Were this the only evidence, I would be in a quandry. However, 
certain written evidence convinces me that the plaintiff’s witnesses are 
mistaken. I have previously set out Broadfoot’s letter of December 4, 
1951, written to confirm the telephone conversation with Marashinsky 
in which the agreement is alleged to have been made. Also quoted is 
the letter from the plaintiff to Marine of December 6, 1951. The letter 
was written by the Secretary of the plaintiff Company. She was fully 
informed of all the negotiations with Broadfoot. The letter was read 
and approved by Marashinsky before it was sent to Marine. Neither 
these letters nor the invoices for the lumber make any reference to a 
personal endorsement by Broadfoot. 

The plaintiff accepted the paper from Marine as it was written. It 
was discounted at Amsterdam Overseas Corporation with the mere 
suggestion that it would be “preferable” to secure Broadfoot’s endorse- 
ment. In my mind this further weakens the contention that the en- 
dorsement had been agreed upon. 

The third default resulting from the defendant’s negligent handling 
of the collection letter was that the Trade Acceptance was not protested 
immediately upon refusal of payment at maturity but several days later, 
on further instructions from the forwarding Bank. No endorsers were 
released due to this delay. The principal obligor was not released. A 
judgment against it was partially satisfied. 

As early as 1832, in Stowe v. Bank of Cape Fear, 14 N.C. 408, it 
was decided that if a Bank is negligent damages are not necessarily 
the face amount of the bill. The Bank may show that the obligor was 
insolvent. The burden of proof is upon the proponent to show that it 
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has sustained damage by reason of the Bank’s negligence. American 
National Bank v. Savannah Trust Company, 172 N.C. 344, 90 S.E. 302. 
In Smith v. Bank of Glade Spring, 12 F.2d 535, 538, the Court of Appeals 
for this Circuit approved a jury instruction which includes a concise 
statement of the damage issue in cases of this nature. “The liability 
above mentioned cannot in any event exceed the actual loss of the plain- 
tiff firm other than such loss as you believe from the evidence the 
plaintiff would have suffered if the defendant had done all that you 
believe it should have done.” I, as a jury, believe that Balsa Ecuador 
Lumber Corporation would have suffered no less loss than it has if the 
defendant had done all that it should have done. 


“The course actually pursued by the Bank was not calculated to, 
and did not in fact, mislead or injure plaintiff in any particular. The 
Bank had never handled a collection exactly like the one which is the 
subject of this action. Not only that, but learned counsel have not, 
nor has the court after diligent research, found a case where the facts 
were the same as those in the case at bar.” Burdick v. Schmitt, 1935, 
56 Nev. 229, 48 P.2d 762, at page 765. This language aptly states my 
conclusion regarding the negligence of the Security National Bank 
in this case. 

In addition to the plaintiff's contention that the defendant is liable 
for its negligence there is argument that the defendant acted in bad faith 
or breached a fiduciary relationship for which it would be liable. In 
particular it is urged that the Bank, as agent, worked against the 
interest of its principal, the plaintiff, by collecting debts due the Bank, 
and by not revealing to its principal its role as creditor of the obligor 
indebted to the principal on the paper held by the agent for collection. 


This quotation from Thack v. First National Bank & Trust Company, 
5 Cir., 206 F.2d 180, 183, 39 A.L.R.2d 1290, disposes of these contentions. 
“Although, as collecting agent for the drafts, the appellee bank owed 
appellants the duty of due diligence, good faith and impartiality, appellee 
was not necessarily precluded thereby from collecting its own debt by 
lawful means, so long as it was guilty of no bad faith. It owed appellants 
no duty to notify them that it was also a creditor of Cockrell (obligor), 
unless suppression of that fact would amount to bad faith, which, in 
the circumstances here present, it does not. Having acted in good faith 
and with due diligence in the performance of its duties as collecting 
agent, and being unable to pay apppellants’ drafts because the drawee 
had not accepted them, appellee was at liberty to apply Cockrell’s avail- 
able funds to the payment of his debt to the bank.” 


The defendant’s lack of due diligence had no effect on the plaintiff's 
unfortunate loss. The circumstances that I outlined in detail surround- 
ing the Bank’s dealings in this transaction do not present a situation 
that is even indicative of any bad faith. 
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In accord with the foregoing decision, it will be ordered, adjudged 
and decreed that the plaintiff, Balsa Ecuador Lumber Corporation, 
recover of the defendant, Security National Bank, the sum of $1. The 
defendant is to bear the plaintiff's costs in bringing this action. 





Branch Bank Permitted in Unincorporated 
Village 


With the rapid growth of population in the United States 
there has been a tendency for banks to establish branches in 
areas which heretofore have not needed banking facilities and 
which are not designated as incorporated municipalities. Oc- 
casionally this causes technical problems of compliance with 
the existing statutes, many of which are not designed to ac- 
commodate this great expansion of banking activity. <A strik- 
ing example of this sort of problem has occurred in Michigan. 

A bank in that state received approval of the state banking 
commissioner to open a branch in an unincorporated section 
of a township in Wayne County. Another bank brought suit 
to enjoin the establishment of such a branch and to have the 
commissioner’s approval of the application declared an abuse 
of his discretion. A trial court ruled in favor of the commis- 
sioner and the bank desiring to establish the branch. The plain- 
tiff bank appealed, basing its claim on the contention that the 
statute which permitted the establishment of “branches within 
a village or city” did not include establishment of branches in 
unincorporated villages. 

The Supreme Court of the state upheld the trial court and 
the commissioner’s approval of the application. It ruled that 
the word village in the statute meant village in the common 
sense of the word, not in the limited sense of an incorporated 
municipality. The more or less general basis on which the 
court grounded its decision is important for the purpose of 
precedent for banks facing this sort of problem in their own 





NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 119. 
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states. In this respect the words of the court are important: 
“There seems to be no reason, and certainly none is found in 
the statute, why the lack of formal incorporation should deprive 
a thriving community of some 18,000 people of the convenience 
of abranch bank. Wyandotte Savings Bank and The National 
Bank of Wyandotte v. Eveland, as Commissioner, and Secur- 
ity Bank, Supreme Court of Michigan, 78 N.W.2d 612. The 
opinion of the court is as follows: 


SMITH, J.—We have here a case of statutory construction. The 
principal question is a narrow one: May banks operating in this State 
operate branches in unincorporated villages? 


The plaintiffs are the Wyandotte Savings Bank, a Michigan banking 
corporation, and the National Bank of Wyandotte, a national banking 
association. The defendants are Maurice C. Eveland, as Commissioner 
of Banking for the State of Michigan, and Security Bank, a Michigan 
corporation. The Wyandotte Savings Bank has its main office in the 
downtown business section of Wyandotte, with three branches in the 
city, one of which is directly across Fort street from Ecorse township. 
The National Bank of Wyandotte also has its main office in the city of 
Wyandotte, and also operates a branch on the border of Wyandotte, 
directly across Fort from Ecorse township. These branch locations were 
so placed in order to serve customers in the township area. The defen- 
dant Security Bank has its main office in the city of Lincoln Park, and 
at the time of the trial was operating four branches, one of which is in 
Lincoln Park at a point approximately three-tenths of a mile from the 
edge of Ecorse township area. 


The portion of the unincorporated area of Ecorse township with 
which we are here concerned (described in the record in Exhibit 8[c]) 
has had a rapid growth. It had, at the time of trial, a population of 
between 18,000 and 20,000 persons, having doubled since the 1950 census. 
The assessed value has more than doubled since 1949, it being in 1954, 
more than $22,000,000. There were over 5,000 homes in the area. Certain 
portions are “built up solid” with homes and commercial establish- 
ments. In certain areas not yet built up solid there is substantial build- 
ing activity. “In 1953, 475 building permits were issued in Ecorse town- 
ship contemplating an expenditure of $3,695,000 of which $2,535,000 
was for new residences and $1,160,000 for commercial and miscellaneous 
construction. That was for the first six months of 1958. There was, 
of course,” testified Deputy Banking Commissioner Taylor, “very pro- 
nounced residential development, and the business development in pros- 
pect of course was building up to the levels that were warranted by the 
area. The residential development at the time the area was inspected 
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had outstripped the business area, I would say.” Hand in hand with 
the establishment of homes came schools, six in number (all elementary, 
“the plans are completed for a high school,”) and several churches. The 
area was served commercially by supermarkets, drug stores, motels 
and gas stations. “Referring to the survey, this lists forty stores, drive- 
in restaurant, professional and dental offices, Federal Department store, 
parking for five thousand automobiles.” We have the picture of a 
thriving, growing community of “new homes, brick homes, occupied by 
a net income bracket of industrial workers.” There was, we are told, 
“every type of business except the bank. We have no banks.” It 
was the effort of the defendant Security Bank to place a branch (with 
the approval of defendant Commissioner Eveland) “very nearly in the 
center of the greatest amount of the population” which gave rise to this 
litigation. Why? Because the assemblage of homes, schools, churches 
and stores we have described was in an unincorporated area. It was 
merely a part of the township of Ecorse. 

Consequently, following the approval of the application of defendant 
Security Bank for permission to operate a branch office “at or near the 
intersection of North Line Road and Dix-Toledo Road, in the un- 
incorporated section of Ecorse township known as Southgate, Wayne 
county, Michigan,” appellants filed their bill in chancery in the Wayne 
circuit court. It sought to vacate and set aside the commissioner’s 
approval of defendant Security Bank’s application to establish and 
operate the described branch, to enjoin the bank’s establishment and 
operation of the branch so located, “or at any other location in said 
Ecorse township,” to obtain a finding that the approval of such applica- 
tion was an abuse of discretion, and prayed additional relief. After a 
hearing upon facts stipulated and testimony taken, and after taking 
further proofs upon a reopening of the case, the trial court dismissed 
the bill. The holding of the trial court, in summary, was that the stat- 
utes permitted the establishment and operation of branch banks in un- 
incorporated villages, that the area in which the disputed branch was 
authorized “was already an unincorporated village,” and that the com- 
missioner had not thereby abused his discretion. Following the denial 
of motion for new trial or rehearing, the case comes to us on a general 
appeal. 

The plight of the bankless community is not new. It has existed in 
this country from colonial days and will doubtless continue in one 
form or another in the future. The results thereof, however, are matters 
for the consideration of the legislature, not the courts. We turn to the 
act to seek within its four corners the legislative intent, the degree to 
which Michigan aggregations of population shall have the banking facili- 
ties of a parent or branch bank, or shall remain bankless. 

The State banking department is vested with jurisdiction over banks 
transacting business under the laws of this State. C.L.1948, § 487.3, 
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Stat.Ann.1943 Rev. § 23.721. The powers, duties, management and con- 
trol of the State banking department are vested in a commissioner of 
the banking department, who will be hereinafter referred to as the 
commissioner. His authority is set forth in the Michigan Financial In- 
stitutions Act, P.A.1937, No. 341, C.L.1948, § 487.1 et seq., as amended. 
The statutory provisions with respect to branch banking had their origin 
in Act No. 144 of the Public Acts of 1933, which permitted the establish- 
ment of branches anywhere within the State, it referring not only to 
cities but to incorporated or unincorporated villages. Section 8(a), 
amending section 4 of Public Acts 1929, No. 66, C.L.1929, § 11901. In 
later codification and revision of the law relating to financial institutions, 
however, the phraseology has been modified, the present proviso, C.L. 
1948, § 487.34, Stat.Ann.1955 Cum.Supp. § 23.762, referring merely to 
“branches within a village or city.” It is the contention of appellants 
that the present use of the word “village,” alone, without descriptive 
adjective, prohibits the establishment and operation of a branch bank 
in Michigan outside the limits of an incorporated municipality. If 
appellants are correct in such contention they must here prevail, for 
the branch sought to be established is not within the limits of any in- 
corporated city or village. Appellees, on the other hand, contend that 
the word “village” as so used refers to the term as commonly accepted, 
that the settlement hereinabove described, with its stores and churches, 
schools and homes, is in fact a village, and hence that the branch 
proposed comes within the statutory provisions. 

We note, at the outset, that the term “village” is not defined in 
the Financial Institutions Act and we reject the contention that its 
definition in other acts (e. g., C.L.1948, § 74.1, Stat.Ann. § 5.1465, defin- 
ing the meaning of village “whenever used in this act,” namely, Act No. 
8 of the Public Acts of 1895, for the incorporation of villages) controls 
its use in the case before us. We employ, rather, the rule set forth in 
the statute governing the general rules of construction of specific words 
and phrases as found in C.L.1948, § 8.3, Stat.Ann. § 2.212: 


“In the construction of the statutes of this state, the following 
rules shall be observed, unless such construction would be in- 
consistent with the manifest intent of the legislature, that is to 
say: 

“1. All words and phrases shall be construed and understood 
according to the common and approved usage of the languauge; 
but technical words and phrases, and such as may have acquired 
a peculiar and appropriate meaning in the law, shall be construed 
and understood according to such peculiar and appropriate mean- 


} J ” 


ing. 


When, however, the words are not explicit (and few words have a 
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content so intrinsic that zeal of advocacy cannot ascribe a contrary 
meaning) we read and construe them in the light cast by the obvious 
purpose of the statute and the mischief sought to be remedied. Chancel- 
lor Kent expressed our duty in words often quoted: 


“*When the words are not explicit, the intention is to be 
collected from the context, from the occasion and necessity of 
the law, from the mischief felt, and the objects and remedy in 
view; and the intention is to be taken or presumed, according to 
what is consonant to reason and good discretion.’” State ex rel. 
Lorenzino v. County Commissioners, 20 N.M. 67, 74, 145 P. 1083, 
1084, L.R.A.1915C, 898, quoting Kent’s Commentaries (14 ed.), 
Vol. 1, § 462. 


See, also, Melia v. Appeal Board of the Michigan Employment 
Security Commission & Universal Products Co., Mich., 78 N.W.2d 278. 

The word “village” is not a technical word, or one having a peculiar 
meaning, but is a common word in general usage with an ancient lineage. 
It is merely an assemblage or community of people, a nucleus or cluster 
for residential and business purposes, a collective body of inhabitants, 
gathered together in one group. Michigan has many such, some of 
them (listed in Exhibit 25 in this case) communities long known in the 
State, from Pickford, near Sault Ste. Marie, to Temperance, near the 
Ohio border. Their description by the court, in Bray v. Stewart, 239 
Mich. 340, 344, 214 N.W. 193, 194, is enlightening: 


“Little hamlets, sometimes spoken of as unincorporated 
villages, will be found in all of the counties in the state. Usually, 
a general store is first established near a schoolhouse, and this is 
followed by churches, shops, etc. Many farmers build themselves 
homes in such places, and leave their farms to be cultivated by 
their sons or by others to whom they are leased. As the number 
in the little settlement increases, the necessity for more conveni- 
ences becomes apparent. Fire protection, sidewalks, and a system 
of lighting and sewerage may be desired. The property owners 
residing in the township a distance therefrom have no personal 
interest in making such improvements, and are loath to contribute 
by taxation to the expense thereof. The only way in which the 
residents of such a hamlet can secure them is by having the terri- 
tory in which they reside incorporated into a village, and the law 
very properly makes provision therefor in the act above referred 

. to.” 


While it is true that these unincorporated villages are not legal 
entities, it does not follow therefrom that the welfare of their inhabitants 
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is of any less concern than that of the residents of other areas, usually 
more populous, which, through statutory procedures, have become 
local political entities, with local governmental rights and powers. In 
Russell v. Detroit Mutual Fire Insurance Co., 80 Mich. 407, 456 N.W. 
356, 357, we are confronted with the question of whether a statute 
authorizing defendant to insure buildings “ ‘that constitute detached 
risks in villages and cities’” (How.Stat. § 4247) was sufficiently com- 
prehensive to cover insurance written on a business located in a “hamlet 
or collection of stores and houses at this four corners.” Although the 
case went off on another ground, the feeling of the court with respect 
to the meaning of “village” in the statutory provision is made clear: 


“Much testimony was given upon both sides as to the character 
of the place—a four corners—where this store was situated. The 
court instructed the jury that it was a village, in the sense of the 
statute, being guided by the definition of ‘village’ as given by 
Webster, to-wit: ‘An assemblage of houses in the country, less 
than a town or city, and inhabited chiefly by farmers and other 
laboring people.’ It is the contention of defendant’s counsel that 
the statute confines the risks to incorporated villages, or at least 
to those that are platted. We are not inclined to so limit it; but 
we think, from the facts of this case, that the question becomes 
unimportant.” 


The court concluded, on this phase of the case, that “The testimony 
shows this place to be a village in the common acceptation of the term.” 

A question similar in principle arose in the State of Utah. A statute 
made it unlawful, in substance, to maintain any camp or corral in such 
a place that its “refuse or filth” would “naturally find its way into any 
stream of water used by the inhabitants of any .. . village for domestic 
purposes.” Does such a statute protect merely those who have in- 
corporated their settlement, leaving the inhabitants of an unincorporated 
village at the mercy of anyone who might see fit to defoul its water 
supply? The court’s answer was clear: 


“From an examination of the act, which is amended by the 
section above quoted, it seems clear that by the use of the word 
‘village’ the intent of the legislature was to include such settle- 
ments as the one in question, and there appears to be no reason 
why the people of such a settlement, who are using the water of 
a stream for domestic purposes, should not have extended to them 
the protection which the law affords. Their health and comfort 
demand equal protection with those who live in larger and more 
densly settled villages, towns, and cities. It is a wise and bene- 
ficial law calculated to promote the comfort and protect the 
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health and lives of the inhabitants, and its operation and applica- 
tion must not be unreasonably abridged by judicial construction.” 
People v. McCune, 14 Utah 152, 154, 46 P. 658, 659, 35 L.R.A. 
396. 


The reasoning of the court commends itself to us and is applicable to 
the case at bar. There seems to be no reason, and certainly none is 
found in the statute, why the lack of formal incorporation should 
deprive a thriving community of some 18,000 people of the convenience of 
branch bank. On the contrary, the need for the bank and the evils 
resulting from the community’s deprivation thereof, would seem clear. 
We are unimpressed with the argument that mention, in section 34 of the 
act, C.L.1948, § 487.34, Stat.Ann.1955 Cum.Supp. § 23.762, of “the limits 
of the city or village” interposes an obstacle to the establishment of 
the branch here involved. When and if the commissioner of banking 
authorizes the establishment of a branch in an open cornfield, we may 
have to meet the question (among others) of whether or not such branch 
is within the village “limits,” but here it is proposed to establish the 
branch in the approximate center of the greatest concentration of 
population in the area. 

Nor are we left without statutory guidance in the matter from the 
Financial Institutions act itself. In arriving at the legislative intent 
we do not confine our attention solely to one specific clause of the act. 
Rather, as we observed in United Insurance Co. v. Attorney General, 
300 Mich. 200, 203, 1 N.W.2d 510, 512, quoting with approval from the 
earlier case of Attorney General ex rel. Zacharias v. Board of Education 
of City of Detroit, 154 Mich. 584, 118 N.W. 606: 


“ Tt is a cardinal rule of statutory construction that full effect 
shall be given to every part of the act under consideration. Every 
clause and every word is presumed to have some force and mean- 
ing.’ ” 

A review of the act as a whole discloses that the word “village” is 
found in sections other than that above quoted. Thus we find that 
provision is made in section 42 of the act, C.L.1948, § 487.42, Stat.Ann. 
1943 Rev. § 23.773, for the situation arising when a bank is located in a 
city or village which is annexed to a city: it shall continue to be subject 
to the requirements as to capitalization and reserves to which it would 
have been subject had the annexation not taken place. Are such 
measures applicable if the territory annexed formed an incorporated 
village, but inapplicable if the village were unincorporated? We would, 
without more, be reluctant to so conclude. We note, moreover, that 
section 40 of the act specifies the minimum capital requirements for the 
organization of banks, it depending upon the population of the “in- 
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corporated or unincorporated village,” or city, where the business is to 
be transacted. Such bank, section 34, may establish branches “within 
the limits of the city or village in which said bank is located.” If, then, 
a parent or unit bank be established in an incorporated village, section 
34 permits it to operate a branch therein. But if the parent or unit bank 
be established in an unincorporated village, appellant’s construction of 
the word “village” would forbid such bank to operate a branch, although 
the two villages might be of equal size, equal commercial activity and 
have equal need for branch banking facilities. All of this in spite of 
the fact, as we have said, Moran v. State Banking Commissioner, 322 
Mich. 230, 33 N.W.2d 772, 778, that “the primary function of banking 
facilities involves the welfare and convenience of the portion of the 
public concerned.” We are loath to employ a construction of a statute 
which leads to whimsical and arbitrary results, resulting in unjustifiable 
discrimination between communities. It seems obvious that the busi- 
ness convenience and safety of those dwelling in the relatively small 
unincorporated communities merit, equally with those dwelling in the 
larger towns and cities, the legislative solicitude, and we art not prepared 
to say, upon a fair reading of the act as a whole, that they have not 
received it. Our holding on this phrase of the case is that the Michigan 
Financial Institutions act permits the establishment of branch banks 
in unincorporated villages. 

If the commissioner was, as we conclude, lawfully entitled to authorize 
the establishment and operation of the branch in question, did he abuse 
the discretion confided in him by so doing? The act requires, section 
34, C.L.1948, § 487.34, Stat.Ann. 1955 Cum.Supp. § 23.762, that the 
commission shall not permit the establishment of branches unless it is 
“satisfied” as to “the necessity for the establishment of such branch.” 
This, and other, criteria in section $4, supra, closely parallel, if they are 
not substantially identical with, the criteria of section 26, C.L.1948, 
§ 487.26, Stat.Ann. 1943 Rev. § 23.754, relating to the establishment of 
unit banks. The discretion thus vested in the commission as to neces- 
sity, however, is not the necessity of absolute or indispensable need, 
Moran v. State Banking Commissioner, supra, nor at the other extreme 
is it the imaginary need of whimsy or caprice, or even the “need” of 
mere convenience. It is, rather, a substantial or obvious need in view of 
the disclosed relevant circumstances. The duties of a public officer with 
respect to discretion imposed were well summarized by this Court in 
G. F. Redmond & Co. v. Michigan Securities Commission, 222 Mich. 
1, 192 N.W. 688, 689, wherein we held: 


“While the police power, inherent in the state, is incapable of 
being defined and subjected to limitations in the abstract, its 
exercise in any given direction, such as the regulation of trades, 
occupations, and professions, is capable of definite expression, 
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and must, if delegated to a commission or administrative board, 
define its purpose and the means of attainment thereof, and do 
this in language leaving no wide administrative discretion, and 
no discretion at all of a legislative nature. The power to carry 
out a legislative policy enacted into law under the police power 
may be delegated to an administrative board under quite general 
language, so long as the exact policy is clearly made apparent, and 
the administrative board may carry out in its action the policy 
declared and delegated, but it cannot assume it has been vested 
with power beyond expressed legislative delegation, and must ever 
seek its way in the light shed by the legislative mandate. This 
marks the line between arbitrary officiousness and the exercise of 
delegated power to carry out a designated policy under the police 
power.” 


See, also, Hazel Park Racing Association v. Racing Commissioner, 
343 Mich. 1, 71 N.W.2d 692. 

The defendant Security Bank, then, having made application for 
the opening of a branch bank in the area described, a member of the staff 
of the banking department was assigned to make a survey of the area. 
“We had a man go into the field to inquuire into the factors of popula- 
tion and all of those factors which would enable us to pass on the 
question of the necessity of a bank or branch being established in that 
particular area, and also as to the possibilities of a successful operation.” 
In addition, Mr. Herman G. Taylor, Deputy Banking Commissioner, 
made a personal inspection of the territory. Certain of the informa- 
tion obtained is set out above. To keep this opinion within reasonable 
bounds it has been only partially summarized. After a review thereof 
we agree with the trial court that “This court cannot take seriously the 
argument that any discretion was abused by the Commissioner in 
authorizing the establishment of this branch bank.” We will point out, 
in this regard, that the action of the township board in giving the name 
of Southgate to the area here involved is not determinative of whether 
or not there is an existing village. The resolution merely gives the area 
a name. But the existence of a village is a question of fact and involves 
more than a name. We cannot conclude upon this record that this 
“built up solid” assemblage of homes, stores, churches, and schools here 
described was other than an actually existing community, regardless of 
the action of the township board. We will observe, also, that our 
determination is not reached upon, nor is it particularly aided by, the 
contents of the voluminous correspondence (including plaintiff Wyan- 

-dotte Savings Bank’s letter requesting authority to itself establish a 
branch in Ecorse township) between the commission and various appli- 
cant banks concerning branches in this and other areas. The question, 
however, is simply one of statutory power and authority, involving the 
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welfare and convenience of the public, and the views expressed as the 
parties compete for desirable locations do not control our decision. 


We will make one final observation on this matter. The business of 
banking is intimately connected with the general welfare of the public. 
Our legislature has, for many years, regulated banking activities under 
the police power. For many years, also, those in charge of the adminis- 
trative construction of the act have construed it to authorize the opera- 
tion of branches in unincorporated villages, and Exhibit 25, before us, 
lists many such. Thus the conclusion we have reached coincides with 
the contemporaneous construction long placed on the statute by the 
department charged with the responsibility for its administration. 
Crawford, Statutory Construction, p. 388, § 218. Obviously such con- 
struction does not bind us. It is equally obvious, however, that should 
the meaning of the statute be in doubt, administrative construction 
over a period of years is entitled to great weight, Boyer-Campbell Co. 
v. Fry, 271 Mich. 282, 260 N.W. 165, 98 A.L.R. 827; United States v. 
Jackson, 280 U.S. 183, 50 S.Ct. 143, 74 L.Ed. 361. Particularly is this 
true when the chief legal office of the State (see O.A.G. of August 16, 
1950, No. 1275, authorizing establishment of branches “within the 
confines of a well defined community referred to as an unincorporated 
village”) has supported such construction. 


The resolution of the case upon these grounds makes it unnecessary 
to consider the other questions raised and argued. 


The decree of the trial court is affirmed. No costs, a public question 
being involved. 


DETHMERS, C.J., and SHARPE, BOYLES, KELLY, CARR and 
BLACK, JJ., concur. 


BANK WITHOUT KNOWLEDGE OF BANKRUPTCY 
NOT LIABLE FOR HONORING CHECKS 


A federal district court has ruled in part that under Title 11 
of the United States Code, Section 110, sub. d, “a bank is not liable 


when in good faith and without actual knowledge of the bank- 
ruptcy it honors the bankrupt’s checks in the regular course of its 
business, and especially is this true when the checks were drawn 
prior to the filing of the bankruptcy. See Rosenthal v. The Guar- 
anty Bank and Trust Company of Lafayette, Louisiana, United 
States District Court, W. D. Louisiana, 189 F.Supp. 730. 
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National and State Banks Not Protected by 
Home Owners’ Loan Act 





In a short but important decision by the United States 
Court of Appeals in the District of Columbia, it has been held 
that neither national nor state banks are protected from com- 
petition by building and loan associations under the Home 
Owners’ Loan Act. This ruling was made when two state . 
banks and four national banks in West Virginia objected to . 
a resolution of the Federal Home Loan Bank Board granting . 
the charter of a building and loan association in Clarksburg. 

Their objection was made under 12 U.S. Code § 1464(e) which 

states that no such charter shall be granted unless the institu- 

tion making the application can be established without undue 

injury to properly conducted existing local thrift and home- 
financing institutions. The court ruled that neither commercial 

banks nor industrial loan companies organized under the laws 

of West Virginia even though they do finance homes are “local 

thrift and home-financing institutions” and that since Congress 

has shown no intention to protect such local institutions from 
competition by a federal instrumentality they have no basis 

for asserting that the competition was illegal as to them. Union 

National Bank of Clarksburg et al. v. Home Loan Bank 

Board et al., United States Court of Appeals, 238 F.2d 695. 

The opinion of the court is as follows: 


EDGERTON, C.J.—Appellants are four national banks, two state 
banks, and an industrial loan company, doing business in or near Clarks- 
burg, West Virginia. They asked the District Court to set aside a . 
resolution of appellee Federal Home Loan Bank Board granting a 
charter to a proposed building and loan association in Clarksburg. Their 
complaint alleged that the Board’s procedure did not comply with the 
requirements of the Administrative Procedure Act, 5 U.S.C.A. § 1001 
et seq., or of due process of law and that the Board’s findings were not 
supported by substantial evidence. The District Court entered sum- 
mary judgment dismissing the complaint. 


The Home Owners’ Loan Act provides in § 5(e), 48 Stat. 183, 12 
US.C.A. § 1464(e), that “No charter shall be granted .. . unless in 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 661. 
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the judgment of the Board a necessity exists for such an institution in 
the community to be served . . . nor unless the same can be established 
without undue injury to properly conducted existing local thrift and 
home-financing institutions.” We need not decide whether, as appel- 
lants contend, the described “institutions” would have standing to 
maintain this suit. In our opinion neither commercial banks, nor indus- 
trial loan companies organized under the laws of West Virginia,’ even 
though they do finance homes, are “local thrift and home-financing 
institutions” in the sense in which that term is used in § 5(e) of the 
Home Owners’ Loan Act.? The next section of the Act, §6, 48 Stat. 
134, 12 US.C.A. § 1465, authorizes the Board to spend $850,000 of 
congressionally appropriated funds “in the promotion and development 
of local thrift and home-financing institutions, whether State or Federally 
chartered.” Neither the Act nor its legislative history suggests that 
Congress used the term “thrift and home-financing institutions” in 
different senses in §§ 5 and 6, or that Congress contemplated subsidizing 
commercial banks and industrial loan companies. We think Congress 
was concerned only with the creation and the continued existence of 
institutions, such as savings and loan or building and loan associations, 
which are primarily devoted to receiving savings from their members 
and lending money on homes. 


Since Congress has shown no intention to protect appellants “from 
competition by a Federal instrumentality . . . they have no basis for 
asserting that the competition . . . is illegal as to them.” Kansas City 
Power & Light Co. v. McKay, 96 U.S.App.D.C. 273, 278, 225 F.2d 924, 
929. Cf. First National Bank of McKeesport v. Home Loan Bank Board, 
96 U.S.App.D.C. 194, 225 F.2d 33. 


Affirmed. 


1 The West Virginia Code provides for incorporation of industrial loan companies, primar- 
ily to make personal loans, with only limited power to make loans secured by real 
estate. An industrial loan company’s real estate loans may not exceed one-third of its 
paid-up capital and surplus. Sections $166, 3170, $3171, West Virginia Code of 1955. 

2 Similarly, ex-members of a Port Security Force, though they “concededly did perform 
military service’, were not “ex-servicemen” within the meaning of a statute. Mitchell 
v. Cohen, $83 U.S. 411, 417, 68 S.Ct. 518, 92 L.Ed. 774. 








BANKING BRIEFS 


DEPARTMENT OF LABOR STATES POSITION IN 
REGARD TO NEW BUSINESS CONTESTS 


In a letter to Tue Banxine Law Journat, C. T. Lundquist, Deputy 
Administrator of the Wage and Hour Public Contracts Divisions of 
the U. S. Department of Labor, has set forth the Department’s position 
in regard to the time worked by bank employees in a contest to bring in 
new bank business. Mr. Lundquist concludes that under certain circum- 
stances, the work done in such contests would not lead to a claim by the 
Divisions that the activity involves compensable work time or that 
money received for such work should be included in the regular rate of 
pay for overtime purposes. The pertinent portion of his letter is quoted 
below: 

“The contests are designed to obtain new business for the banks and 
are of limited duration, frequently three months or less. Bank employees 
are encouraged to participate but participation is strictly voluntary. No 
one is required to participate. The activities of the bank employees in 
connection with such a contest involve negligible amounts of time. 
Some of the time spent by the employees on the contest occurs during 
regular working hours for which they are, of course, regularly com- 
pensated. The after hours solicitation is usually done among friends, 
relatives, neighbors and acquaintances as a part of the employees’ social 
activity and, in any event, does not consume a significant amount of 
time. Door-to-door solicitation is not permitted by the bank. 

“The employees’ awards for such participation are provided under 
the contest rules. They may be in the nature of points to be accumu- 
lated towards merchandise prizes, or they may be cash payments such 
as $1.00 for each safe deposit box rented or checking account opened. 
Frequently, there is a “Kick-off Dinner” to which the employees are 
invited. Sometimes the staff is divided into teams with additional 
awards to the team bringing in the most business. 

“A strict and literal interpretation of the Act might result in a 
conclusion that the time spent by the bank employees in this activity 
is compensable work time and that the money received by them should 
be included in the regular rate of pay for overtime purposes. I do not 
believe, however, that the broad purposes and objectives of the Act are 
subserved by such a conclusion, and the Divisions will make no claim 
that violations of law have resulted provided that the facts are sub- 
stantially in accord with the facts set forth above. Any deviation there- 
from, of course, might require a different conclusion.” 
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Federal Income Taxation of 


Banks — Bond Losses 


The current February, 1957, issue of Burroughs Clearing 
House contains on page 41 valuable information and ideas for 
effecting federal income tax savings by the judicious sale or 
exchange of bonds. This article is by Mr. Norman Brassler, 
Executive Vice President of the County Bank and Trust Com- 
pany, Paterson, New Jersey. Significant excerpts in the 
article are as follows: 


TAX SALES 


One of the most interesting and complicated methods avail- 
able now to the banking business of saving taxes, and hence 
of either increasing the return to shareholders or making avail- 
able to savings depositors greater interest disbursements, is the 
judicious use of tax sales. 

This discussion of tax sales is centered around Section 582 
(c) of the Internal Revenue Code of 1954 which provides as 
follows: 

“For the purposes of this subtitle, in the case of a bank, if the 
losses of the taxable year from sales or exchange of bonds... . 
exceed the gains of the taxable year from such sales or ex- 
changes, no such sale or exchange shall be considered a sale or 
exchange of a capital asset.” 


Illustrating How Judicious Use of Tax Sales Can 
Increase Return From The Bond Account 


TAX EXAMPLE I 


Long Term Loss Offset by Taking 
a Long Term Capital Gain in Same Year 
Sales in Current Year 
Cost Extension Market Extension Difference 
8 500,000 U.S. Treas. 24's of 9 /15/72-67........100 $500,000 92% $462,500 (837,500) 
$1,000,000 U.S. Treas. 24's of 9/15 /72-67........ 89 890,000 924% 925,000 35,000 


Net long term capital loss resulting..............cssssssesesesesssesesessesenssnsnsseneseees (8 2,500) 
foie Treatment Under Reserve Method Direct Charge Method 
Tax Liability on Sales None - None 
Tax Advantage 1,800 saved* 1,800 saved® 
Reported Earnings 1,800 better** 1,200 worse** 


* 52% X 2,500=1,300 
** Taxes will be $1,300 less; or $2,500 loss minus $1,800 benefit=$1,200 
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TAX EXAMPLE II 
Long Term Loss Taken in One Year; 
Long Term Capital Gain in Following Year 




















Sale in Current Year 
Cost Extension Market Extension Difference 
$500,000 U.S. Treas. 24's of hy | 100 $500,000 92% $462,500 (837,500) : 


Long term capital loss to be to valuation reserve, preferably, or as ; 
§ gentile erttemeteeteisen detent RectetEtti« icatt) Een shite ee ($37,500) } 

Loss borne by bank « after taxes: 
LAAT OL NO TT ETO ET ETO TORT ($87,500) 
Less 52% income tax saved by offsetting ordinary taxable income ................ 19,500 : 
BR ae Gitlin vtnnssh cerca hn ctiseto tis pts rccndnctep she ccthesncinsehsechstctinttsinnsecheacasneserfecceeniinicis (818,000) 


Sale in Following Y: 
= - Cost Extension Market Extension Difference 


$1,000,000 U.S. Treas. 242’s of 9/15/72-67........ 89 890,000 924% 925,000 $35,000 
Long term Capital Gain to be credited to valuation reserve, preferably, or 





I I a saarsicicnesicintensactantinninsiiaipnidinlnsnemaninieiainaninintebmamniniien 
Profit retained by bank after taxes: : 
a A aint pan tisiasponlcnnelngpicnbbiio : 
Less Capital Gains tax paid ........... : 
I IN RE i tictanetelaahinnbigebcinnlaaaicapientnnigia 
Profit accruing to bank over two-year period 
Accounting Treatment Under Reserve Method Direct Charge Method 
car 
Tax Liability on Sales None None 
Tax Advantage $19,500 saved* $19,500 saved* : 
Reported Earnings 19,500 bettert 18,000 worset ; 
Second Year / 
Tax Liability on Sales 8,750 @ 8,750 @ | 
Tax Advantage 8,750 worse @ 8,750 worse @ : 
Reported Earnings 8,750 worset 26,250 bettert 


e ; ae X $87,500=819,500. 
. Earn. show only tax ney or Rep. Earn. show loss dec’d by tax benefit. 


PY 25% X $35,000 capital gains tax. 

+ Reported Earnings show tax charge of $8,750; or Reported Earnings show gain dec’d by 
tax charge. 

The effect of this section is to permit banks to deduct the 
excess of losses sustained from the sale of bonds in full against 
all other operating income in the year the losses are taken. If 
this section were not in the Code, losses from the sale of bonds 
would be short-term or long-term capital losses, deductible only 
against capital gains with no provision to utilize losses against 
earned income. 

This is a most valuable consideration and should be utilized 
wherever possible by a bank in order to offset the tremendous 
impact of taxes. Contrariwise, net gains of banks from the sale 
or exchange of bonds are still reportable for Federal income tax 
purposes as capital gains short-term if held six months or less, 
long-term if held more than six months. Such short-term profits 
are added to current operating income; net long-term gains in 
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excess of net short-term capital losses are subject to a maximum 
tax of 25%. I shall attempt to show how these provisions of the 
tax laws can be put to most effective use in the practical handling 
of the bank’s bond account. 


TAX EXAMPLE III 


Taking a Loss in Market Value Currently 
to Establish a Base for Capital Gains Later 


Sell in the Current Year 
Cost Extension Market Extension Difference 


$1,000,000 U.S. Treas. 24's of 9 /15/72-67........100 1,000,000 92% $925,000 ($75,000) 
Tax saving arising from applying loss against operating income taxable at 
SE IRNIIIITEY” Scinsicisccccsucssenenitoititesictainhredailintivatinenienieillalisliaanaitelbninidiia 39,000 
SE TIRING TUE” TENIIIED  sscccssnssencisitinsninnpsitnonenesincnsccinsenncasstcaenmampintiiliiimisiiniahitinsiidiawinneinudiationi ($86,000) 
Buy in Current Year Cost Extension 
$1,000,000 U.S. Treas. 2%4’s of $/15/69-54............ 92% $927,500 
Sell at some later date—possibly not until 1969 Market Extension Difference 
$1,00,000 U.S. Treas. 242’s of 6/15 /69-G4 ........csssssssssesssessssseeeenes 100 1,000,000 $72,500 
Tax to be paid on long term capital gain (25% $72,500) .........ssscssscssseseseseseesees 18,125 
gE REESE SUITES reer ere Ate NO TORN Fe $54,375 
Net benefit to bank from making this switch rather than holding original 
NS EN $18,875 
Accounting Treatment Under Reserve Method Direet Charge Method 
Current Year—Sales & Purchases 
Tax Liability on Sales None None 
Tax Advantage $39,000 $39,000 
Reported Earnings $9,000 better® $6,000 worse* 
Future Year—Sales Only 
Tax Liability on Sales $18,125 $18,125 
Tax Advantage 18,125 worse 18,125 worse 
Earnings 18,125 worset 54,375 bettert 


* Taxes will be $39,000 less; or $75,000 loss reduced by $39,000=836,000. 
t Reported Earnings show tax charge of $18,125; or Reported Earnings show gain 
decreased by tax charge. 


A stratagem for saving taxes and stabilizing earnings 
TAX EXAMPLE IV 


Correlating Bond Profits and Losses 
with the Bad Debt Reserve Credit 


Accounting Procedure Loss Year Profit Year 


Net taxable income before deduction for net 
losses on sales of bonds and before provision 
for an addition to the reserve for bad debts.................../ $1,000,000 $1,000,000 
Net loss from Sale or Exchenge of Bonds— 
ON SNS eee 200,000 
Addition to Reserve for Bad Debts ................ 100,000 $00,000 
I I a scat rade nlletibelicnnaensdaial $700,000 
Net long-term capital gain from sale or exchange of bonds— 
*Treated at 50% (42 of $200,000 actual profits) ............ccsesee (100,000) 
Addition to reserve for bad debts (if ceiling permits) ...............2.... 400,000 $00,000 
BE I SIIIIGD: scsiicscrscstrceidctaseernssiinsnieitceonelntanhephesdileiiaineaineiiacinth tinindatitaiiaiaiaeeathianll $700,000 
* The tax rate on long term capital gains is 25%, and on ordinary income is 52%; there- 


fore, the tax on $200,000 long-term capital gains is approximately equivalent to the tax 
on $100,000 ordinary income. 
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Perhaps it would be easiest to start the discussion by taking 
a simple instance (Example I,),which tends to keep reported 
earnings on an even keel. In this instance, bonds sold at a loss, 
perhaps to raise necessary cash, are offset by the sale of others 
at a profit, resulting in virtually a “wash sale.” The $37,500 
loss could have been used as a tax deduction but the $35,000 
profit almost completely nullifies it; although, of course, there 
is a nominal tax benefit of $1,800 derived in the example be- 
cause the two did not completely offset one another. This 
method is one which should not be used by a bank if it is trying 
to derive maximum benefit from the tax laws as currently writ- 


ten. 


Instead, a policy of taking losses in one year and profits 
in a subsequent year, should be pursued. This is illustrated 
in Example II, where the first 1/2 million bonds costing par 
are sold at a loss of $87,500, which loss is charged directly to 
operating income. Of course, earnings are reduced by the 
full $87,500 unless a special reserve has been set up which can 
be charged. Leaving aside for the moment the question of 
reserves, it is obvious that, in this instance, $19,500 less taxes 
are paid to Uncle Sam, thus resulting in a net cash loss to the 
bank of only $18,000. 


During the subsequent year, the block of a million 2 1/2’s 
are sold at a 8 1/2 point profit or $35,000. Since the bonds 
would have been held longer than six months, the profit is 
subject to a maximum capital gain tax of 25%, or $8,750, re- 
sulting in a net cash gain of $26,250. Taking from this figure 
the $18,000 actual cash loss sustained on the sale of the 1/2 
million 2 1/2’s, we come up with a net differential of $8,250 
profit to the bank by spreading the loss and gain over a two 
year period. The whole object is to utilize the difference 
between the long-term capital gains tax (25%) and the bond 
losses deductible against normal operating income which saves 
52%, with the resulting automatic saving of 27%. 


Example III, which is the most important from an actual 
operating standpoint, uses the same principal of taking ad- 
vantage of the differential in the tax rate, but it involves the 
sale and purchase of comparable securities in the same year; 
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first, to establish a tax loss which can be used as an offsetting 
item to net operating income; and then to set up a potential 
profit which will accrue some indefinite number of years hence. 


Assume that you have on your books a million U. S. Treas- 
ury 2 1/2’s of 1967-72 at par, against a current market of 
921/2. These are then sold, with a resulting $75,000 loss, which 
as previously stated, is offset against operating income to 
reduce the Federal tax that you otherwise would have paid 
by $89,000 ($75,000 x 52%). The funds should be reinvested 
immediately in an issue of similar discount, let us say 2 1/2’s 
of June 1964-69. Do not buy the same issue since that would 
fall in the category of “wash sale,” and hence might not be 
recognized by the taxing officials. Furthermore, never buy 
premium bonds since the repurchase of issues at a discount 
is essential to secure the long-term capital gains rate of 25%. 
Once this block of a million 2 1/2’s has been bought at a price 
of 92 3/4, the portfolio manager now has a lower cost holding 
on his books. Regardless of the direction that may be taken 
by future market swings, he has an assured capital gain by 
1969 at the latest, of $72,500. 


If we assume that currently prevailing tax rates are still 
in effect in whichever year sold, the bank sustains a maximum 
capital gains tax of 25% or $18,125, leaving $54,875 as the 
net gain. Initially, of course, of the $75,000 lost on the sale 
of the 2 1/2’s of 1967-72, only $36,000 was actually borne by 
the bank. In this instance, in addition to the regular interest 
income of 2 1/2%, there was a net cash profit of $18,875, ($54,- 
375 less $36,000) for the thirteen years between 1956 and 
1969, or an average of $1,413 per annum. Incidentally, while 
for illustrative purposes we use bonds that are on the bank’s 
books at par, cash income to the bank is actally improved if 
tax losses are taken through the media of bonds purchased at 
a premium and still not amortized to par. This arises from the 
amortization of the premium bonds to par, thus reducing net 
yearly income below the 2 1/2% coupon rate. 


These three transactions appear to be readily understand- 
able and clear-cut from the tax standpoint. However, they are 
not quite so simple from the accounting angle. Under each 
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one of Examples I, II, and III, we have shown results of the 
transactions under two methods of accounting, namely treat- 
ing profits and losses as direct income items, or as charges to 
valuation reserves previously set aside from earnings. 


Without giving a detailed analysis of the figures, it can 
readily be seen that reported earnings would vary considerably, 
depending upon which method of accounting is utilized. Our 
recommendation would be that the reserve account method be 
adopted, debiting or crediting it only for the amount of gain 
or loss after applicable taxes. This would tend to modify the 
distortions that can be observed in the examples cited. 


BAD DEBT RESERVE POLICY 


Before closing the subject of saving taxes, I would like to 
suggest that the policy of alternating profit and loss years be 
correlated with the bad debt reserve policy. Perhaps some of 
you are already close to the ceiling on your bad debt reserve 
and can no longer make sizeable increases in it. In that case, no 
correlation would be possible. But if you are still fortunate 
enough to have some flexibility, I suggest that in those years 
in which you are recording bond losses, it is also logical to re- 
duce the credit to the bad debt reserve. In those years in which 
you are taking bond profits, consider using a larger credit to the 
bad debt reserve, ceiling permitting, and get the benefit of a 
larger tax deduction. 


Note in Example IV, page 339, how earnings are stabilized 
over a two year period under this plan. In each case we as- 
sumed $1,000,000 taxable income before the bad debt reserve 
deduction and any provision for securities profits or losses. In 
the loss year, we recorded $200,000 in losses, deductible in full, 
and took only $100,000 addition to the Reserve for Bad Debts. 
In the profit year, when faced with a potentially larger tax to 
pay, a bad debt credit four times as large, or $400,000, was taken 
and thus offset a $200,000 long-term capital gain completely. 
The important point is that both the bad debt reserve account 
and the bond account have a certain amount of flexibility which 
should be taken into consideration in trying to save taxes. 
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To those banks who have resorted to alternating profit and 
loss years or who may do so in the future, may I make one more 
suggestion. Do not wait until late November or December 
to decide what to do. The choice of whether a profit or loss 
year is to be set up should become fairly evident by May or 
June. December markets have proved to be poor ones in which 
to effect tax exchanges. One of my government dealer friends 
prepared a study not long ago which showed that those banks 
who waited until December of 1955, rather than acting in Au- 
gust of that year, lost anywhere from 17/82 to a full point in 
effecting the exchange of similar issues. This was evidently 
due to the fact that a great many institutions were trying to 
effect their exchanges simultaneously. It would appear wise 
to plan your program well ahead of late November at a time 
when it can be accomplished with a minimum of loss. 


COURT FINDS BANK HAD NOTICE OF LACK OF 
AUTHORITY TO PLEDGE SECURITIES 


Where a wife sued a bank to recover securities which had been 
pledged to the bank by her husband without her permission, the 
court ruled in favor of the wife. It stated as the basis for its 
ruling that: “The evidence is clear that the bank knew that these 
loans were negotiated exclusively with the husband without con- 
tacting the wife; that the stock was her personal property and the 
forgeries were bad imitations of her signature, and the bank had 
her genuine signature on one of the certificates which it could 
have compared with the forgeries. Under these circumstances the 
trial court’s finding that the bank had notice that the husband 
had no authority to pledge these certificates was reasonable.” See 
Goeltz v. The Continental Bank and Trust Company, Supreme 
Court of Utah 229 P. 2d 832. 
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Recoveries on Bonds Purchased Flat. 


It is well settled that where defaulted bonds or other 
evidences of indebtedness of a corporation are purchased “flat” 
(without allocating purchase price between the corporation’s 
obligation for principal and defaulted interest) amounts re- 
paid on the bonds, whether labeled as “interest” by the debtor 
corporation or not, are considered to be recovery of capital 
and are excluded from gross income until the taxpayers’ basis 
for the bond is recovered. Erskine Hewitt, 30 B.T.A. 962 
(1984). 

What happens, however, when the payments continue after 
the taxpayers have recovered their entire cost or other basis 
for the bonds? Are subsequent payments (1) interest, (2) 
ordinary income on the sale or exchange of a non-capital asset, 
or not arising out of a sale or exchange (3) amounts received 
on the sale or exchange of a capital asset—and therefore en- 
titled to favorable capital gain treatment. 

Although normally there is no sale or exchange upon the 
payment of an obligation by the debtor, (Dewitt M. Sherwood, 
20 T.C. 788 (1958), § 1282 of the 1954 Code (1989 I.R.C. 
§ 117 (f) ) specifically makes retirement of bonds or other evid- 
ences of indebtedness of a corporation an exchange, thereby 
giving rise to a capital gains transaction. A recent Tax Court 
decision, Estate of Hamilton C. Rickaby, 27 T.C. No. 109 also 
held that such payments in excess of basis, although designated 
‘by the debtor corporation as interest for years in default prior 
to their purchase, were properly treated by the taxpayer as 
long-term capital gain as amounts received on the retirement 
of the bonds. 

Avoiding the possibly existent conflict between two Circuit 
Court decisions on this subject, National City Lines v. United 
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States, 197 F.2d 754 (8d Cir. 1952) holding for the Govern- 
ment, and Campbell v. Sailer, 224 F.2d 641 (5th Cir. 1955), 
holding for the taxpayer, the Tax Court held that petitioners 
had sustained their burden of proof that what was involved 
was a long-term retirement program even though the bonds 
were not retired all at once. Walliam H. Noll, 48 B.T.A. 496; 
Edith K. Timkin, 6 T.C. 488 (1946). The Commissioner’s 
position based on Rev. Rul. 55-433 1955-2 C.B. 515 was re- 
jected on the ground that the test of whether ultimate pay- 
ment of principal is “likely” is “highly artificial”. 

For the bank holding such bonds in its investment portfolio, 
as a work-out situation or otherwise, this decision is of import- 
ance where payments are eventually made on the debtor cor- 
poration’s obligation for interest and principal. Any pay- 
ments labeled “interest” which accrue after the date of pur- 
chase by the taxpayer, of course, are not excludable, or to be 
treated as capital gains. National City Lines v. United States, 
197 F.2d 754 supra. However, where, as in the Rickaby case, 
payments designated interest by the debtor corporation are 
for periods prior to the date of purchase, the debtor corpora- 
tion’s designation is not binding. 

Lost Cashier’s Checks. 

Suppose a taxpayer pays his Federal tax obligations by 
means of a cashier’s check drawn on your bank. At some 
point in the processing thereof at the office of the Internal Reve- 
nue Service the check is lost and is never presented to the bank 
for payment. Demand is made on the bank for payment of 
the sum represented by the cashier’s check by the Internal 
Revenue Service and the taxpayer. Held, in Security First 
National Bank of Los Angeles v. United States, P.H. Fed. 
Tax Service 1957 Par. 72486 (S.D. Calif. 1957), since the 
check was actually delivered to the collector (now Director) 
of Internal Revenue, the fund represented by the cashier’s 
check became the property of the United States. 

The bank wisely refused to pay the amount represented 
by the check to either party through fear of exposure to double 
liability but paid the amount of the check into court and was 
permitted to deduct a reasonable attorneys’ fee of $280 on a 
check of approximately $12,000. 
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State Tax News. 

Briefly noted from the State Tax Review published by 
Commerce Clearing House, a few of the items affecting banks’ 
State tax liability arising out of the recent legislative sessions. 
In South Dakota cash and deposits not drawing interest in 
banks or trust companies, checks and evidences of indebtedness 
are exempt from the moneys and credit tax. In Montana the 
basis for the tax on money capital and bank shares has been 
modified. In Indiana banks are now required to allocate de- 
posits between principal office and branches for the purpose of 
the tax on financial institutions. In addition the payment of 
the intangibles taxed by small loan, finance, installment sales 
or mortgage lending companies has been changed. 


FEDERAL RESERVE BOARD INTERPRETS BANK 
HOLDING COMPANY ACT 


The Board of Governors of the Federal Reserve System has 
rendered its opinion on various problems arising from the ownership 
of shares in a nonbanking company by a banking subsidiary of a 
bank holding company. A portion of this opinion dealing with one 
of such problems is as follows: 

“The question is raised as to whether shares in a nonbanking 
company which were acquired by a banking subsidiary of the bank 
holding company many years ago when their acquisition was lawful 
and are now held as investments, and which do not include more 
than 5 per cent of the outstanding voting securities of such non- 
banking company and do not have a value greater than 5 per cent 
of the value of the bank holding company’s total assets, are 
exempted from the divestment provisions of section 4(c) (5) of 
the Act (Bank Holding Company Act). 

“In the Board’s opinion, this exemption is as applicable to such 
shares when held by a banking subsidiary of a bank holding com- 
pany as when held directly by the bank holding company itself. 
While the exemption specifically refers only to shares held or ac- 
quired by the bank holding company, the prohibition of the Act 
against retention of nonbanking interest applies to indirect as well 
as direct ownership of shares of a nonbanking company, and, in 
the absence of a clear mandate to the contrary, any exception to 

’ this prohibition should be given equal breadth with the prohibition. 
Any other interpretation would lead to unwarranted results.” 
Federal Reserve Bulletin, January 1957, p. 21. 





COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Kotz, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions. 


A Connecticut statute 
pertaining to conditional 
sales provides in part that 
"all contracts for the sale 
cf personal property, con- 
Gitioned that the title 
thereto shall remain in the 
vendor after delivery shall 
be in writing describing the 
property and all conditions 
of such sale and shall be 
ecknowledged before some 
competent authority and 
filed within a reasonable 
time. . .." (General Sta- 
tutes, Revision of 1949, 
Sec. 6692). Avery interest- 
ing case in reference to 
this statute has come up in 
the Massachusetts courts 
and has required a decision 
by the highest court of that 
state. A vehicle was sold 
by a conditional seller in 
Connecticut to a Massa- 
chusetts resident. Delivery 
was actuually made in Con- 
necticut but the condi- 
tional sale contract was 
neither acknowledged nor 
recorded as required by 
Connecticut law. 

The contract was subse=- 
quently assigned to the 


plaintiff who brought suit 
in Massachusetts to recov3r 
the vehicle from a bona 
fide purchaser from the 
criginal buyer. The plain- 
tiff asserted that the con- 
tract was a valid condi- 
tional sale contract des- 
pite the fact that it was not 
acknowledged since acknow- 
ledgment was necessary only 
if the contract had to be 
recorded which was not the 
case here where the property 
was to be taken out of the 
state. 

The court ruled against 
the plaintiff. The issue 
of whether or not the con- 
tract had to be recorded 
under these circumstances 
did not have to be decided 
Since prior Connecticut de- 
cisions construing this 
Statute required a ruling 
that the contract was abso=- 
lute as to creditors ani 
bona fide purchasers be=- 
cause the party signing it 
did not make proper acknow=- 
ledgment and since the con=- 
tract was made in Connecti- 
cut, the law of that state 
had to be applied. The 
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Budget Plan, Inc. v. Sterl- 
ing A. Orr, Inc., Massachu- 
setts Supreme Judicial 
Court, November 2, 1956. 


* * * 


RECORDING REQUIRED 


A sort of companion case 
to the Budget Plan decision 
has been reported in the 
Illinois courts where two 
states also were involved. 
There, a conditional sale 
contract was executed in 
Missouri when goods were 
sold to an Illinois resi- 
dente The contract was en- 
titled "Conditional Sales 
Installment Note for Illi- 
nois" and provided that the 
property was to be kept in 
Illinois. The contract was 
not recorded as required by 
the Missouri statute. 


Some time later the condi- 
tional buyer gave a chattel 
mortgage on the same prop=- 
erty to a mortgagee in 
Illinois who had no know- 
ledge of the Missouri condi- 
tional sale contract. Under 
these circumstances an 
Illinois court ruled that 
the title of the contract 
was not actually part of its 
substance and that there=- 
fore the title in no way 
indicated this was an Illi- 
nois contract. Likewise 
there was no indication that 
it was other than a Missouri 
contract from the fact that 
it stated the property was 
to be kept in Illinois. 
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Since this was a Missouri 
contract, therefore, it 
should have complied with 
the statutes of that state 
and been recorded. Because 
it did not, the lien of the 
subsequent mortgagee in 
Illinois prevailed over the 
lien of the earlier condi- 
tional seller in Missouri. 
Harrison v. The State Bank 
of Hull, Illinois Appellate 
Court, Third District, Oc- 
tober 16, 1956. 


AUTHORITY TO MAKE 
CONTRACTS 


An opinion of the Attor= 
ney General of Michigan in- 
dicates the care with which 
financial institutions 
must act in making contracts 
with various governmental 
agencies. One particular 
point where trouble might 
be encountered is in deter=- 
mining whether or not the 
agency which proposes to 
make a chattel mortgage or 
to purchase goods under a 
conditional sale contract 
in fact has the authority to 
do so. In this regard the 
opinion states that a board 
of county road commission- 
ers in Michigan does not 
have statutory authority to 
purchase equipment on a 
conditional sale contract 
or to finance such a pur- 
chase by use of chattel 
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mortgages, promissory notes 
cr any other form of in- 
debtedness. This is true 
even if the funds are avail- 
able to pay the purchase 
price in a lump sum payment. 
Attorney General's Opinion, 
Michigan, Opinion No. 2757. 
October 25, 1956. 


RIGHT OF REPOSSESSION 
SALE 


A conditional buyer has 
been refused a court order 
to stop a repossession sale 
by the conditional seller. 
The buyer had resold the 
property involved in direct 
violation of his contract 
with the conditional seller 
and in violation of the New 
York statute which provided 
that the buyer could sell 
the property only after giv- 
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ing notice to the condi- 
tional seller. The seller 
treated this act as a de- 
fault under the contract, 
repossessed the property 
after serving proper notice 
on the buyer and when the 
seller sought to resell the 
property, the buyer re- 
quested the court to stay 
the sale on the ground that 
the buyer had cured the de- 
fault by tendering four in- 
Stallment payments. The 
court, in ruling against the 
buyer, pointed out that the 
resale by the buyer could 
properly be treated as a de=- 
fault of the whole purchase 
price by the seller and that 
Since the tender had not 
occurred within the statu- 
tory ten day period, it had 
not been sufficient to cure 
the default. Ferguson v. 
Franklin National Bank, New 
York Supreme Court, Novem- 
ber 19, 1956. 













BANKING LEGISLATIVE 
TRENDS IN THE STATES 


New legisltaive and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ARKANSAS: A bill passed by the Arkansas House of Representa- 
tives and sent to the State Senate would require lenders to furnish for 
the borrower a complete breakdown of all charges in connection with a 
loan, including details about insurance. 


IDAHO: Bills introduced in the Idaho House of Representatives 
included a measure that would require that all conditional sale contracts 
be in writing and include in the paper all the terms of the contract, 
including cash price, down payment, and fees. 

Also introduced in the Idaho House, under sponsorship of its insur- 
ance, public utilities and banking committee, were companion measures 
which the committee said were “designed to end the banking monopoly 
in Idaho.” 

The bills would end a present requirement that an existing bank must 
give its consent to the establishment of another bank or branch bank 
in the same area, and would write into law a provision that refusal to 
charter a bank “must be based upon substantial reasons supported by 
competent evidence.” 

The measures also would provide for appeals by banks denied the 
right to begin operation by the state finance commissioner. It would 
be provided that the appeal could be taken to the district court of 
the county in which the applying bank has its home residence. 

MAINE: A state legislative proposal sponsored by Rep. Melvin 
Lane, Waterville Republican, would lower small loan interest rates as 
follows: hai 

From 3 to 2/2 per cent per month on the part of the unpaid principal 
balance of any loan not in excess of $150; from 2'4 to 2 per cent from 
$150 to $300, and from 1!/2 to 1 per cent per month on any remainder of 
unpaid principal balances. 


MASSACHUSETTS: A bill which would prohibit direct or indirect 
insurance sales by dealers selling motor vehicles through conditional 
360 
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sales contracts was strongly opposed at a hearing conducted by the 
Massachusetts state legislative committee on insurance. 

Opponents included spokesmen for finance companies, the Massa- 
chusetts Bankers Association, the Massachusetts Automobile Dealers 
Association, and the New England Mutual Life Insurance Co. It was 
advocated by insurance brokers. 


MINNESOTA: A bill aimed at curbing “abuses” in automobile sales 
financing was favorably reported to the Minnesota House of Representa- 
tives by its civil administration committee. 

Sponsored by Rep. D. D. Wozniak of St. Paul, and others, the bill 
would limit financing charges to $7 per $100 on current automobile 
models and those one year older; $9 per $100 on those three years old, 
and $12 per $100 on older vehicles. 

This is the equivalent of 14, 18 and 24 per cent interest, Wozniak 
said, because of the standard policy of applying the amount to the 
total loan, rather than the unpaid balance. 

Rejected by the committee was an amendment proposed by Claude 
Allen of St. Paul, representing the Minnesota Finance Conference, to 
make the limits $8, $12 and $15, respectively. 


MONTANA: Two small loan regulatory bills were under considera- 
tion at this writing by the banking committee of the Montana House 
of Representatives. 

One of the measures, listed as HB 225, would regulate the business 
of lending in amounts up to $1,000. It would limit charges to the 
borrower to 3 per cent a month on the first $300; 2 per cent for from 
$300 to $500, and 1 per cent on the amount from $500 to $1,000. 

The other bill, listed as HB 403, would apply only to loans of $100 
or less. It would limit interest to 2 per cent a month plus a service 
charge, determined annually, to cover the cost of maintaining an 
average account. 


NEBRASKA: A bill introduced in the Nebraska legislature would 
authorize retailers to sell on credit at the same interest rates which 
banks collect on personal loans. 

Listed as LB 573, the measure was signed by Senators Tvrdik and 
Vogel of Omaha and Bedford of Geneva. 

One of the sponsors said the maximum interest would be 18 per cent 
a year. He said the present maximum interest of 9 per cent a year on 
the usury laws does not cover the merchant’s handling costs in many 
cases. 

Under the proposed legislation, retailers would have to subject 
themselves to licensing and regulation by the State Banking Department 
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if they wanted to charge the interest allowed on bank personal loans. 


NEW MEXICO: A bill favorably reported to the New Mexico 
House of Representatives by its corporations and banks committee 
would allow a maximum interest rate of slighily over 15 per cent on 
installment loans up to $3,500. 

This would be higher than the state’s maximum usury rates of 12 
per cent a year on unsecured loans, and 10 per cent on secured loans, for 
loans above $1,000. But it would be lower than rates allowed on loans 
up to $1,000 under the state small loan act. Rates average about 20 
per cent under the small loan act, the committee was told by State 
Bank Examiner F. F. Weddington. 

Introduced by Rep. John Eastham, Bernalillo Republican, the bill 
was proposed by the legislative committee of the New Mexico Bankers 
Association. It would apply, however, to “any person, corporation, or 
association making a loan of money or credit.” 

The House corporations and banks commitiee, before reporting the 
bill, amended it to allow insurance commission to lenders in connection 
with loans up to $3,500. As originally drawn, the bill would have pro- 
hibited insurance commissions to lenders on such lenders on such loans. 


NEW YORK: A bill to regulate installment credit sales of all com- 
modities other than automobiles, in a manner similar to the regulation of 
credit sales of automobiles provided by a 1956 state law, was introduced 
in the New York legislature by Senator Wheeler Milmoe, Canastota 
Republican. 

His bill would establish the following ceilings on interest and service 
charges that sellers may charge on all installment contracts after Oct. 1: 

If the service charge is computed on the principal balance—on the 
first $500, a maximum of $13 per $100 per year; the next $1,000, a maxi- 
mum of $10 per $100 per year; in excess of $1,500 up to $5,000, a 
maximum of $7 per $100 per year. 

If the service charge is computed on the balance left unpaid after 
each monthly payment—on the first $500, a maximum of $2 per $100 
per month; on the next $1,000, a maximum of $1.50 per $100 per month; 
on the amount in excess of $1,500 up to $5,000, a maximum of $1 per 
$100 per month. 

A series of other bills to bring all installment sales contracts under 
state regulation were introduced earlier in the New York legislature to 
carry out recommendations by Governor Harriman. These bills, which 
_were sponsored by Democrats, would limit interest on the unpaid balance 
of installment purchases to 9 per cent a year. 

Meanwhile, State Superintendent of Banks George A. Mooney an- 
nounced that his department received 112 applications for sales finance 
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company licenses during the first month since a 1956 law requiring such 
licenses went into effect Jan. 1. 

He also noted that more than 1,000 inquiries about license require- 
ments were being processed by his department’s new division covering 
installment sales. About half this number stemmed from a question- 
naire mailed by the department to finance companies. 

The new law defines a sales finance company as an individual, 
partnership or corporation engaged wholly or partly in buying retail 
installment contracts from retailers. Mooney said that an automobile 
dealer holding his own contracts is considered to be in such a business, 
and many of the more than 6,000 automobile dealers in the state will be 
asked to be licensed. The law provides that finance companies may not 
operate without a license after July 1. 

In another development, the State Insurance Department declared 
that purchasers of cars on installment plans in New York State have 
been fleeced of millions of dollars. 

In an interim report on an investigation of insurance charges, the 
department cited the main abuses as: (1) Overcharges on collision 
insurance; and (2) selling time-buyers a package of mostly nonessential 
insurance items coupled with a travel-emergency credit certificate of 
“highly dubious value.” 

“Most of the time unwary purchasers didn’t know they merely were 
getting a fancy package,” asserted State Insurance Superintendent 
Leffert Holz. “They thought it was a legitimate part of the deal in- 
volved in the conditional sales contract that covered the entire trans- 
action.” 

F. Roger Downey, administrative assistant to Holz, said that inter- 
views with hundreds of the estimated total of 300,000 persons victimized 
last year showed that the salesman or dealer who negotiated the car 
sale didn’t bother to mention or explain the “package.” The purchaser, 
Downey said, “generally had to read the fine print to find it out.” 

Although noting that nothing could be done about reimbursing per- 
sons who bought the “package,” Holz stressed that effective steps had 
been taken to halt that and other malpractices. In addition, he said 
that department action on collision insurance overcharges had so far 
forced refunds of $1,013,926 to policyholders. The overcharges on col- 
lision coverage, he said, were generally the result of misclassification of 
drivers. 


NORTH DAKOTA: A small loan regulatory bill was favorably re- 
ported to the North Dakota Senate by its industry and business com- 
mittee after being amended to include loans up to $750 instead of up to 
$1,000 as originally proposed. 

Another amendment approved by the committee would put a charge 
limit for credit life insurance on loans of 50 cents per $100, but would 
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keep the rate competitive. The original bill provided a flat 50 cents 
per $100 charge. 

The committee further amended the bill to exempt life insurance 
companies from the proposed act. Insurance companies had appeared 
before the committee to object to nonexemption and to protest legisla- 
tion which would set credit insurance rates. 

Failing of committee approval was a suggestion for a minimum 
loan charge of $3. 

The bill would establish a maximum interest rate of 3 per cent per 
month on loans up to $300 and seven-twelfths of 1 per cent per month 
on any amount of the loan over $300. 

Another North Dakota legislative proposal, introduced by Rep. R. 
Fay Brown of Burleigh County, would regulate the business of lending in 
amounts up to $1,000. The maximum interest rates would be set not 
to exceed $ per cent per month on a loan up to $300; 2 per cent per 
month on that part of the loan over $300, and 1 per cent on the 
remainder. 

North Dakota now does not have a small loan act as such on its 
statute books. State law presently allows a maximum of 7 per cent 
interest on loans. 


OREGON: A bill aimed mainly at limiting finance charges on auto- 
mobile sales, but applying also to installment sales of any other personal 
property, was introduced in the Oregon legislature by Rep. Wayne R. 
Giesy, Monroe Republican, at the request of the Oregon Automobile 
Dealers Association. 

Finance charges would be limited by the bill to a maximum of 1 
per cent per month. The measure also would require the installment 
seller to refund a pro rate portion of the finance charge if the buyer 
paid off his debt ahead of time. 

It would be further required that installment sales contracts warn 
buyers not to sign unless all blank spaces were filled in and the contract 
would have to set out details of the transaction. 

Another Oregon legislative proposal, sponsored by Representatives 
Richard Groener, Milwaukee Democrat, and Senator Rudie Wilhelm, 
Portland Republican, would set 10 per cent per year as the limit of 
interest that could be charged in financing an automobile purchase. 
It also would place a limit of 3 per cent on the credit service charge a 
dealer could make for guaranteeing a bank loan. 


. SOUTH CAROLINA: Whether the state’s one-year-old small loan 
regulatory law should be continued and whether it should be revised were 
taken under consideration by the judiciary committee of the South 
Carolina House of Representatives following a public hearing. 
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Applying to loans up to $200, the law prohibits an interest rate of 
more than 6 per cent. 

State Treasurer Jeff Bates, chairman of the State Board of Bank 
Control, which administers the act, urged the committee to recommend 
its re-enactment after correcting “constitutional defects.” 

The law has been challenged in the courts because three counties 
were exempted from its provisions. Lower-court decisions in the cases, 
on upholding the statute and another throwing it out as unconstitutional, 
are being appealed to the State Supreme Court. 

Asserting that business conditions “have vastly improved during the 
operation of the act,” Bates added: “I think it has been good for small 
loan operators . . . It has served to raise the dignity of the business.” 

Assistant State Attorney General William A. Dallis told the com- 
mittee his office was “greatly relieved” when the law was enacted last 
year. Previously, he said, “we were constantly harranged by borrowers” 
with complaints about small loan firms. 

Although approving the statute’s regulatory features, Yancy A. 
McLeod, a Columbia attorney representing Household Finance Co., pro- 
posed that the insurance provisions be removed and the rate sections 
changed. He requested provisions calling for a $600 limit on loans and 
an interest limit of 5 per cent per month on loans of $50 and under. 

Frank E. Jordan, Jr., attorney representing the South Carolina 


Association of Small Loan Operators, opposed any reduction in the 
interest rate limit. He said a high interest rate for smaller loans “is in 
line with the feeling that each loan should carry itself.” 

Support for the law also was expressed by John Lumpkin, attorney 
representing Family Finance Corp. of Wilmington, Del. 


TENNESSEE: A bill to regulate firms making loans of $300 or less 
was introduced in the Tennessee legislature by Senator Ray Dillon, 
Crossville Democrat. 

The measure would require such firms to have $10,000 capital and be 
licensed by the State Insurance and Banking Department. It would fix 
a maximum interest rate of 3 per cent. 

Another Tennessee bill, sponsored by Senator Taylor Crawford of 
Kelson and others, would create a division of small lending agencies in 
the State Banking Department to regulate firms handling loans of 
$2,500 or less. Under this proposal license fees would be $100 per year 
plus a $50 inspection fee. 

Also introduced in the Tennessee legislature was a bill to authorize 
banks to microfilm records, except wills, and destroy the originals. 
Another proposal would make bank statements conclusive if not con- 
tested in six years and would permit banks to destroy them. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 


Executors Surcharged for Failing to Close Estate Promptly 


Estate of Tolfree; Wendland v. Gray, Michigan Supreme Court, 
December 6, 1956 


Decedent died in 1935, naming A, B and C as co-executors. Execu- 
tor A continued the operation of decedent’s store and collected rents from 
other estate property, and all money he received therefrom was de- 
posited in the bank operated by Executor B. A drew all checks neces- 
sary for salaries and other expenses in connection with the estate. 
Decedent’s will directed that the estate should be closed as soon as 
practicable, but no attempt was made to do so. The bank in which the 
estate funds were held went bankrupt in 1951, and the executors then 
filed accounts covering the whole period of trust administration. HELD: 
The executors never sought an extension of time to close the estate and 
advanced no reason for failing to close promptly. Because of the 
failure to file accounts the probate court had not been informed of the 
estate situation. The co-executors are chargeable with knowledge of 
the duties imposed on them by law. Accordingly, the loss to the estate 
and beneficiaries and 5% per annum should be surcharged against the 
three co-executors. Since A performed certain services for the benefit 
of the estate he should be allowed a sum equal to one-third of the statu- 
tory fees which would have been allowable to the executors if the estate 
had been closed within ten years from its inception. 


Settlor’s Right to Direct Trustee to Hold Trust Fund Held Not 
a Power to Revoke 


Becker v. First Wisconsin Trust Co., Wisconsin Supreme Court, 
January 7, 1957 


Issue arose as to whether a trust settlor could revoke a trust which 
provided: “The assets and securities . . . comprised in said trust fund 
may be held by the trustee in its discretion, whether or not the same 
conform to the rules herein or by law prescribed for investments; and 
shall be so held for and so long as the donor shall survive and shall so 
direct.” HELD: The settlor may not revoke the trust. The above 
provision entitles the settlor to direct the trustee to hold the original 
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securities. But there is nothing in the trust agreement which permits 
the settlor to decrease the trust fund, and the right to add to the fund 
cannot be construed as amounting to a power of revocation. 


Bequest of Specified Number of Shares of Stock Unaffected By 
Reissue of Shares in Greater Number 


New York Trust Company v. Doubleday, Conneeticut Supreme 
Court of Errors, December 11, 1956 


Decedent bequeathed his wife “from my individual holdings of said 
stocks at the time of my death” 1000 shares of A company stock and 
1000 shares of B company stock. At the date of execution of his will 
decedent owned 1600 no par shares of A company stock and 1228 shares 
of B company stock. Thereafter, but before decedent died, A company 
changed each share of the no par stock to three shares of $5 per value 
stock. B company merged with C company and each share of B stock 
was converted to two shares of C stock. Decedent’s widow contended 
that she was entitled to 3000 shares of A stock and 2000 shares of C 
stock. HELD: The bequest was from decedent’s “individual holdings 
of said stock at the time of my death.” Hence the widow is still entitled 
to only 1000 shares of A stock and 1000 shares of C stock. Had decedent’s 
will bequeathed 1000 shares of each corporation “as he owned them at 
the time of execution of his will, [the widow] would be entitled to the 
proportionate increases.” 


Accrued Trust Income Not Payable Directly to Life 
Beneficiary’s Kin 


Estate of Faraon, New York County Surrogate’s Court, 186 New York 
Law Journal 7, December 27, 1956 


The terms of a trust provided that when the life beneficiary died 
the principal should go in equal shares to the life beneficiary’s children. 
When the life beneficiary died there was trust income accrued but 
unpaid. Her children, both of whom were over 30, sought to have the 
accrued income distributed directly to them. HELD: The accrued 
income must be paid to the representative of the life beneficiary’s estate 
and not distributed directly to her kin. In the absence of “a qualified 
fiduciary the court cannot here grant the request . . . to direct payment 
of this sum to her kin rather than to her unpaid creditors.” 





358 THE BANKING LAW JOURNAL 


Trustees With Authority to Distribute Principal in Their 
Discretion May Terminate Entire Trust 


In re Mollenhauer, New York Surrogate’s Court, Queen’s County, 
136 New York Law Journal 11, December 17, 1956 


Decedent created a trust for his son for life, remainder to the son’s 
issue. The trust provided that the trustees could in their discretion turn 
over to the son any portion of the trust fund absolutely and that as to 
such portion the trust was to terminate immediately. The trustees 
sought court authority to deliver the balance of principal to the son, 
who had formally requested such delivery. HELD: The trustees’ 
authority to distribute was unrestricted by decedent’s will and pay- 
ment of the net principal balance can be made by them, thereby 
terminating the entire trust. 


Daughter Not Entitled to Income From Maintenance Trust 
During Mother’s Lifetime 


In re McCready Trust, Pennsylvania Supreme Court, November 12, 1956 


In contemplation of a divorce a trust settlor established a mainten- 
ance trust for the support of his wife and minor daughter, providing 
that the income was for his wife for life and after her death for his 
daughter. The daughter was given a power of appointment of the 
trust principal at her death. The daughter reached her majority and 
contended that she was entitled to one-half the trust income. HELD: 
The settlor intended the trust to benefit his wife. The daughter has 
no vested interest in the trust during the life of her mother. 





TRUST and ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 


Right In Parents To Invade For Beneficiary Children Makes Trust 
A Gift of Present Interests 


Perkins v. Commissioner of Internal Revenue, Tax Court of the United States, 
December 26, 1956 

Grandparents established trusts for their grandchildren for the 
purpose of providing the grandchildren with education and support 
and making a fund available to them. Each trust was to terminate when 
the beneficiary reached 25. Income and principal could be applied, in 
the trustees’ discretion, to support and education. Each beneficiary, or 
his parent or guardian, was given the right at any time to demand and 
receive all or part of the principal and accumulated income. No income 
or principal of any trust had actually been distributed, nor had the 
power to invade principal been exercised. The parents of each bene- 
ficiary were fully able to provide for his support, and it was not antici- 
pated that any parent or guardian would demand principal or income. 
The Commissioner of Internal Revenue contended the gifts in trust 
were gifts of future rather than present interests and hence were not 
entitled to the annual gift tax exclusions. HELD: The gifts in trust are 
gifts of present interests and entitled to the tax exclusions. There is a 
right to present use, possession and enjoyment of the property because 
each beneficiary, or his parent or guardian, has the power at any time 
to demand income and principal. Although the beneficiaries are minors 
and cannot effectively exercise such right, their parents can. It does 
not matter that the trust settlors did not anticipate that the parents 
ever would exercise such right. 


Life Estate With Unlimited Power of Disposition Does Not 
Qualify for Marital Deduction 


Estate of Pipe, United States Court of Appeals, Second Circuit, 
February 7, 1957 


A New York decedent gave his wife his residuary estate for her life, 
“to use, enjoy, sell or dispose of the income and principal thereof. . . 
as she in her uncontrolled discretion may choose . . . except that she 
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shall have no power over the disposition of such part thereof as remains 
unexpended at the time of her death.” It was argued that such life 
estate qualified for the estate tax marital deduction. HELD: No marital 
deduction is allowable. While in New York an absolute power of dis- 
position may be regarded as a fee absolute as against creditors it is not 
so regarded as against remaindermen. Moreover, even assuming that 
under New York law decedent created a trust, the power of disposition 
does not amount to a general power of appointment in the surviving 
spouse sufficient to qualify for the marital deduction, because it is not 
an unlimited power to invade principal. The wife was given an un- 
restrained power to consume principal during her lifetime, but she was 
not given the power to bequeath any unconsumed principal at her death 
free of trust to beneficiaries of her own choice, as required by the tax 
statute. 


Division of Insurance Policy Into Two Separate Funds, One of 
Which Qualifies For the Marital Deduction 


Estate of Reilly, United States Court of Appeals, Third Circuit, 
January 8, 1957 

Decedent left eight insurance policies which provided that if his wife 
survived him she should get the proceeds of each policy for ten years 
certain and thereafter for life. If his wife died within the ten-year 
period the remainder of the installments for the ten year period were to 
go to decedent’s surviving children. Issue arose as to whether the pro- 
ceeds of the policies or any part of them qualified for the estate tax mari- 
tal deduction. HELD: By selecting the type of insurance he did, dece- 
dent separated the proceeds into two separate funds. One fund guaran- 
teed the ten year certain payments to the wife, or if she died, to surviving 
children. This fund is not entitled to the marital deduction because it is 
a terminable interest which persons other than the surviving wife might 
possess or enjoy after the termination of her interest by her death within 
the ten-year period. But the other fund, which is the contingent annuity 
to the wife for life, is entitled to the marital deduction because no other 
person has an interest in it and no one but the wife can be paid any 
part of it. 


Property Transferred by Trustee to Trust Includible in His Estate 


Biscoe v. United States of America, United States District Court, 
D. Massachusetts, January 30, 1957 


A wife created a trust for the benefit of her son, providing that the 
trustees were to pay over to the son “so much of the net income as the 
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trustees shall in their absolute discretion decide is best for his interest 
for and during his natural life.” The wife’s husband acted as one of 
the trustees, but he never took an active part in the management or 
administration of the trust. The husband himself transferred money 
and securities to the trust, and, upon his death, the Commissioner of 
Internal Revenue contended that the value of such money and securities 
transferred to the trust should be included in the husband’s estate. 
HELD: The property transferred is includible because the husband in 
making the transfer to a trust of which he was trustee retained “the 
right, either alone or in conjunction with any person, to designate the 
persons who shall possess or enjoy the property or the income therefrom” 
within the meaning of the 1939 Internal Revenue Code. 


Sum Paid in Settlement of Will Contest Does Not Qualify for 
Marital Deduction 


Estate of Tebb, Tax Court of the United States, January 18, 1957 


Decedent bequeathed his residuary estate to his second wife. His 
children considered contesting the will, but the widow and children 
entered into a settlement agreement whereby the widow agreed she would 
pay over a sum in trust for the education of decedent’s grandchildren, 
spend her share of the estate only on her own maintenance during her life- 
time, not dispose of her share of the estate by gift except to decedent’s 
family, and leave her share of the estate by will to decedent’s family. 
The widow claimed an estate tax marital deduction as to the value of 
the property passing to her under decedent’s will. HELD: No marital 
deduction allowable. By her settlement agreement the widow, as surviv- 
ing spouse, surrendered her interest in the residuary estate and received 
only a life estate instead. The tax regulations provide that if, as a result 
of controversy involving the decedent’s will, his surviving spouse sur- 
renders a property interest in settlement of the controversy, the interest 
surrendered is not considered as having passed from the decedent to his 
surviving spouse. 


Gift in Trust Without Right to Income During Minority Held a 
Gift of Future Interest 


Crane v. Commissioner of Internal Revenue, Tax Court of the United States, 
January 9, 1957 


Settlor created two trusts for her minor granddaughters. The 
trustee was directed to pay for the beneficiaries’ education and accumu- 
late any remaining income. The beneficiaries could request all accumu- 
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lated income when they reached 21. After 21 the trustee was to pay 
them trust income for life and such principal as was required for their 
support er in case of emergency. Upon the death of either beneficiary 
the principal and any accumulated income was to go to her issue. The 
settlor attempted to claim two $3,000 annual gift tax exclusions by 
reason of her transfer in trust. HELD: No gift tax exclusion is allow- 
able. The beneficiaries had no rights to all the income until they reached 
21, and their rights to income thereafter represent a future interest. 


Power of Disposal of Real Property Does Not Enlarge Life Estate 


Estate of Evilsizor, Tax Court of the United States, January 24, 1957 


An Ohio decedent devised all her real estate to her husband for life 
and upon his death to her children absolutely and in fee simple. The 
husband was authorized to sell, transfer and deed the real property if he 
considered it in his best interests to do so. Decedent’s estate claimed 
an estate tax marital deduction with respect to the value of the real 
estate. HELD: No marital deduction is allowable. Under Ohio law the 
husband received only a life estate in the real property and the children 
received vested remainders in fee simple. The husband’s life estate 
was not enlarged by the addition of a power of disposal of the property, 
and a mere life estate given to a spouse does not qualify for the marital 
deduction. 


Direction Against Apportionment of Taxes Does Not Operate 
Within Residuary Estate 


Estate of Bacon, New York County Surrogate’s Court, New York Law Journal, 
December 19, 1956, p. 8 


After making certain preresiduary bequests, decedent left his resi- 
duary estate two-thirds outright to his daughter and one-third, less 16 
cash legacies, to charities in trust. His will directed that all taxes be 
paid out of the residuary estate “so that all bequests shall be paid and 
delivered free from such taxes.” Issue arose as to whether the residuary 
bequests were subject to the will direction against the apportionment 
of taxes. HELD: The rule is that “a general direction against appor- 


” 


-tionment of taxes does not operate within the residuary estate.” Hence, 

estate taxes must be apportioned solely against the residuary legatees, 
i.e., the daughter as to two-thirds of the residue and the persons named 
to take the 16 cash legacies out of the final third of the residue. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Government Bonds and 
Investor Distribution 


OW only slightly below its 

February, 1946 peak, the 
Federal debt has undergone con- 
siderable shifting in the hands of 
investors over the past decade. 
From February, 1946 to August, 
1956, commercial banks cut their 
holdings by $36 billion, or about 
39 per cent. During this same 
period, life insurance companies 
disposed of nearly $14 billion of 
their $21.5 billion commitment, a 
reduction of about 63 per cent; at 
the war debt peak, 46% of insur- 
ance company assets were in- 
vested in Treasury obligations, 
which stands in sharp contrast to 
the present 8 per cent ratio. 
Liquidation by mutual savings 
banks during the period was less 
sharp, holdings having been re- 
duced only $2.8 billion, roughly 25 
per cent, from the February, 1946 
$11.1 billion figure; current hold- 
ings, however, constitute 24 per 
cent of their total assets. 


On the other hand, savings and 
loan associations actually slightly 
increased their holdings, due, no 
doubt, to the urging of their league 
officers; as compared with the 
27.6% of total assets invested in 
Treasuries over ten years ago, the 
ratio now stands at 6.6 per cent. 


Savings banks, therefore, have 
about three times as large a part 
of their assets invested in Treas- 
uries as do life insurance com- 
panies, and nearly four times as 


much as savings and loan associa- 
tions. 


Robert G. Van Cleave, vice 
president of C. F. Childs & Co., 
tracing the redistribution of these 
securities, finds that the largest 
part—more than $26 billion—has 
been absorbed by Federal Govern- 
ment investment accounts such as 
Social Security funds. State and 
local governments have acquired 
over $9 billion, “miscellaneous” in- 
vestors over $7 billion, with the 
Federal Reserve banks, individuals 
and other insurance companies 
absorbing the remainder in smaller 
amounts. This redistribution is 
illustrated in Table I. 


It is evident that non-financial 
corporations have only slightly 
altered their holdings of Govern- 
ments since the end of the war, 
although such holdings have 
fluctuated considerably in the in- 
tervening period. Mr. Cleave 
emphasizes that business  cor- 
porations—and to an extent, State 
and local government units as 
well—cannot be regarded as “con- 
sistent holders.” Both business 
corporations and local govern- 
ments buy Treasury bills and other 
short-term issues with the pro- 
ceeds of their own large bond 
issues; these are liquidated when 
funds are required for the capital 
purposes for which the bond 
issues were designated. Business 
corporations also hold Treasury 
securities to provide for future 
payment of taxes and for capital 
programs which must be financed 
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TABLE I 


U. S. Government Interest-bearing Debt and Its Distribution* 


February 1946—August 1956 
(Billions of dollars) 


US. Govt. investment accounts 


State and local govt. ..............c....0000 


Miscellaneous investors 
Individuals 
Other insurance companies ... 


Federal Reserve Banks ....... 2... ..see0 
Commercial banks .00...... 2... . « ccscssssrseeseeee 


Life insurance companies 


Mutual savings banks ............. 6... «sess 


Non-financial corporations 


Feb. 1946 Aug. 1956 Change 
$279.8 $275.6 —$4.2 
28.0 54.4 +26.4 
6.7 16.0 + 9.3 
8.9 16.3 + 74 
64.1 67.0 + 29 
3.3 5.2 +19 
22.9 23.9 + 10 
93.8 57.4 —36.4 
21.5 7.9 —13.6 
11.1 8.3 — 28 
19.9 19.3 — 0.6 


* Based on U.S. Treasury estimates and surveys. 


with some measure of internal 
funds. 

The “miscellaneous” investor 
group represents a residual classi- 
fication not broken down by Treas- 
ury surveys and about which 


detailed information is not avail- 
able. This category, however, in- 
cludes holdings of savings and loan 
associations, foreign investors, the 
World Bank and the International 


Monetary Funds. The $16.3 bil- 
lion holdings of this group in 
August, 1956 includes a $2.7 billion 
investment by savings and loan 
associations and estimated foreign 
holdings of $4.7 billion, as well as 
corporate pension and _profit- 
sharing plans which involve retire- 
ment benefits. There were 7,863 
of these funds in operation in June 
of last year, at which time their 
holdings totalled $2.3 billion. 

Mr. Van Cleave poses a number 
of interesting questions. Suppose, 
he queries, savings banks desire to 
continue selling Treasuries? These 
‘institutions, which still have a 
relatively great proportion of their 
assets in Governments, might be 
impelled to liquidate for tax 


reasons. If their tax burden 
should become heavier, by reason 
of higher rates, or adjustment of 
the permissable deduction before 
taxes, increased investment in tax- 
exempts would then be desirable. 
This would also help quiet the 
clamor for more money for schools 
and roads but would leave un- 
answered the problem of disposi- 
tion of Treasury issues. 

Seven possibilities are itemized 
by Mr. Van Cleave, some described 
“as not very desirable.” 

1—Establishment of a special 
Federal bureau to control the allo- 
cation and use of all funds. Neces- 
sarily, this bureau would have the 
power to tell every individual and 
institution how many Govern- 
ments they must hold. Obviously, 
this solution is not regarded as 
desirable. 

2—Sales of Governments might 
be made to Government invest- 
ment accounts, in particular to 
Social Security accounts, which are 
expected to continue their tremen- 
dous and sustained growth. Some 
estimates place a $99 billion asset 
value on the OASI fund by the 
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year 2,000. Such transfer, while 
providing a market for Govern- 
ments, add nothing to total sav- 
ings. If these funds were not taxed 
away from employers and em- 
ployees, the savings might be 
placed in some other form of 
investment. 

3 — Establishment of special 
Government corporations to buy 
other securities. Savings banks, 
for example, would then be en- 
couraged to retain their Treasuries 
because alternatives for employing 
their funds would be reduced. 


In this connection, it should be 
noted that the Federal Land 
Banks, the Federal National Mort- 
gage Association and the Federal 
Home Loan Banks directly and in- 
directly provide funds with which 
to buy mortgages; there are now 44 
Federal Government agencies in 
existence with the power to lend, 
insure and extend credit. It should 
also be observed that the Gover- 
nor of Florida recently suggested 
the creation of a special Federal 
agency to buy state and local 
government bonds at “reasonable” 
rates of interest for the purpose of 
public improvements. And within 
the last few years, a Federal Re- 
serve Board Governor predicted 
the establishment of a new Federal 
institution to facilitate the exten- 
sion of consumer instalment 
credit. 


Such agencies, however, neither 
provide additional money nor re- 
duce the total demand for funds; 
in the final analysis, they must 
obtain their funds from the Treas- 
ury—thus increasing the amounts 
it must borrow—or sell their own 
securities in the market in com- 
petition with other offerings. 

4—A cutback in Federal spend- 
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ing to a level below income, so 
that the Federal Government 
could become a saver. Debt retire- 
ment would reduce the demand for 
capital and would also provide 
individuals and institutions with 
additional investment funds. The 
chances of such a development, 
however, are not regarded as good. 


5—Advent of a business depres- 
sion could dry up private demand 
for funds and would increase the 
demand for Governments, thus 
eliminating the problem of dis- 


posal. 

6—Resumption of an_ easy 
money policy by the Federal Re- 
serve System. This could provide 
commercial banks with quanti- 
ties of excess reserves, thus placing 
them in a position to absorb 
Governments for sale. This is not 
regarded as an immediate practical 
solution. 

7—A final solution is heavier 
tapping of “miscellaneous” inves- 
tors. Holders of idle cash might 
be induced to buy securities. 
Although there has been an in- 
creased velocity in the use of 
money in recent years, Mr. Van 
Cleave is of the opinion that there 
still exists a vast quantity of cur- 
rency and demand deposits not 
being held for transaction pur- 
poses, but merely as a “store of 
value.” 


Increased savings and the draw- 
ing of inactive balances into useful 
employment could be stimulated 
by higher interest rates, tax re- 
duction and the restoration of 
some degree of Federal tax exemp- 
tion. Rising interest rates have 
already had’ an effect on the 
policies of non-financial corpora- 
tions; the rise in this group’s hold- 
ings of Governments coincided 
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with the beginning of the rise in 
short-term yields; although cor- 
porations did not switch from cash 
to securities, they did purchase 
securities in preference to swelling 
their cash balances more rapidly. 


Mr. Van Cleave cautions against 
forgetting the effect of other forms 
of debt issuance on the Treasury 
bond problem. Absent an avail- 
able supply of new mortgages and 
corporation bonds, there would be 
no problem as to “Who will buy 
U. S. Government bonds?” The 
Federal debt has not grown but, 
as a matter of fact, has actually 
been reduced $21 billion in the last 
decade and currently represents less 
than one-third of the total private 
and public debt. In the last ten 
years, corporate debt has increased 
130 per cent, State and local 
government debt by 180 per cent, 
and debts of individuals and non- 
corporate business by 250 per cent. 
These increases point up the true 
nature of the problem. 


Corporate Pension Funds 


Assets in pension funds of domes- 
tic corporations were carried at 
$14.2 billion at the 1955 year-end, 
according to the second annual 
survey of Securities & Exchange 


Commission. The survey, cover- 
ing all corporate pension funds 
except those administered by in- 
surance companies, showed the 
market value of these total assets 
to be $15.9 billion on the same 
date. 


Book value of the increase in 
self-administered pension fund 
‘assets in 1955 was $2.1 billion. 
This compares with increases of 
$1.9 billion in 1954, $1.7 billion in 
1958, $1.6 billion in 1952 and $1.3 
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billion in 1951, which was the 
first year covered by the SEC 
study. The magnitude of the 
1955 increase in assets can best 
be appreciated by comparing 
with the $1.4 billion growth in 
assets of raanufacturing companies 
and the asset increase of $700 
million among other corporate 
groups during the same year. 


At the close of 1955, $10.7 bil- 
lion of pension fund assets were 
invested in corporate bonds and 
stocks, $2.5 billion in U. S. Govern- 
ment issues, somewhat less than 
$700 million in other assets—in- 
cluding $150 million in mortgages, 
and $300 million in cash. Largest 
portion of total assets, amounting 
to $7.2 billion or 51 percent, con- 
tinued in corporate debt issues. 
However, the flow into this type 
of investment was less than in prior 
years, amounting to $900 million 
and comparing with net invest- 
ments or more than $1 billion in 
each of the years 1952 through 
1954. 


On the other hand, interest in 
common stocks continued to grow, 
showing a net increase of $700 
million in 1955 and bringing total 
book value up to $3 billion, or 21 
per cent of total assets. This total, 
incidentally, represents a growth of 
more than three and one-half times 
1951 holdings. Investments in 
U. S. Governments, totalling 18 
per cent of total assets, increased 
by $250 million in 1955. 


Total receipts of self-insured 
pension funds in 1955 amounted to 
$2.6 billion, as compared with $2.2 
billion in 1954. Approximately 70 
per cent of these receipts consisted 
of employer contributions in the 
amount of $1.8 billion. Income 
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from interest and dividends, which 
comprised 18 per cent of receipts, 
amounted to $460 million. On the 
other hand, benefit payments were 
up 25 per cent from 1954 and ag- 
gregated $450 million; this figure 
was double the 1951 outlay, the 
first year covered in the survey. 


Highway Program 


An inevitable effect of the accele- 
rated Federal highway construc- 
tion program, notes the March 
Monthly Review of the Federal 
Reserve Bank of St. Louis, will be 
the use of huge manpower, cement 
and steel resources. At the peak 
building rate estimated for the 
early 1960’s, it is estimated that 
442,000 men will be employed—a 
rise of 58 per cent from the 280,000 
similarly employed in September, 
1956. The 13-year program is 
estimated to require almost 48 
million tons of steel, 1.4 billion 
barrels of cement, over 9 billion 
feet of board lumber and timber 
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piling, and over 18 billion gallons of 
motor oil, lubricating oil and 
grease. It is pointed out that 
about a quarter of steel require- 
ments are in wide-flange struc- 
tural shapes, currently in such 
short supply as to slow the entire 
program appreciably. Cement 
capacity is deemed to be ample, 
and no equipment shortages are 
foreseen. 

The St. Louis Reserve Bank 
observes that the highway pro- 
gram will provide increased oppor- 
tunity for bank financing of high- 
way contractors’ operations. Con- 
tractors must provide equipment 
and materials and meet their pay- 
rolls during the construction 
period, subject to partial reim- 
bursement at stages during the 
period. It is only after acceptance 
of the project by the state or other 
contracting authority that final 
settlement is made. On large pro- 
jects, the sums tied up in equip- 
ment and working capital can be 
substantial. 


BOOKS FOR BANKERS 


THE TAX ON ACCUMULATED 
EARNINGS. By Robert S. 
Holzman. Ronald Press, New 
York 1956. Pp. 136. $10.00. 
Professor Holzman, realizing the 
need for a comprehensive ex- 
planation of the tax on accumu- 
lated earnings, has written this 
brief book which not only ex- 
plains the federal statute impos- 


ing the tax but also acts as a 
guide to corporations seeking to 
pay a correct dividend in light 
of both the tax and proper cor- 
porate policy. This study is of 
importance to bankers who 
must advise corporate customers 
on financial policy and who must 
on occasion write acceptable 
dividend restrictions into loan 
agreements. 
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— Back in Stock: 


WOE UNTO YOU, LAWYERS! 


By Fred Rodell, Yale University 


Famous uninhibited expose of The Law 
and its shams; damned by lawyers, 
beloved by laymen. “Witty, invigorat- 
ing” (Harper’s)—“Exciting” (N.Y. Law 
Review) —“Impossible to put down” 
(Washington Post) 


What IS Money? Read 


THE LEGAL QUALITIES of MONEY 


By Arthur Kemp, Claremont Men’s College 
Penetrating, scholarly study analyzing 
three distinct concepts of qualities of 
money. “An excellent treatment” (Her- 
bert Hoover)—“Amusing, informative” 
(New York Times) $5.00 


PAGEANT PRESS, Inc., 101 Fifth Avenue, N.Y. 3 


THE ROLE OF REGIONAL 
SECURITY EXCHANGES. By 
James E. Walter. University of 
California Press, Berkeley, Calif. 
Pp. 170. $3.00. Professor Walter 
identifies the functions of 
regional exchanges and discusses 
their position in the over-all 
pattern of the securities market. 
The effectiveness of these region- 
al exchanges in furnishing good 
markets for local issues is im- 
paired, he finds, by the high 
proportion of trading in multiply 
traded stocks, with interest thus 
being diverted from these 
regional issues. Comparisons 
between regional and national 
exchanges, with respect to aver- 
age daily trading, share turn- 
over, listing potential and issues 
traded, leads to this conclusion; 
it is also supported by similar 
comparisons with the over-the- 
counter market. Pointing out 
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deficiencies of the regional ex- 
changes, the author suggests 
specific measures to improve 
their performance. Among such 
recommendations are consolida- 
tion, education of the public and 
of member firms, flexibility of 
procedures to match that of 
over-the-counter marketing, as 
well as removal of legislation 
discriminating against exchange 
operations. The detailed infor- 
mation made available by this 
research project makes it especi- 
ally valuable to regional ex- 
change members and students of 
the securities markets. 


MATHEMATICS OF BUSINESS, 


ACCOUNTING AND FIN- 
ANCE. By Kenneth L. Trefftzs 
and E. Justin Hills. Harper & 
Brothers, New York 1956. Pp. 
591. $450. The first nine 
chapters of this book deal with 
the fundamental operations in 
arithmetic, commercial algebra 
and the slide rule with stress on 
types of problems which arise 
in business. The rest of the 
book treats with the mathema- 
tics of simple interest and 
discount, compound interest, 
installment credit, annuity prin- 


ciples, depreciation and other 
subjects of interest to bankers 
who must daily work with arith- 


metical calculations. The book 
contains many problems and 
answers for readers who want 
some practical exercise in busi- 
ness problems. 





She Helped 


a Burglar 
make his 


were ONE MIDNIGHT, she surprised a burglar 
in her room. As he leapt for the window, she 
stopped him. “You'll be hurt. Go down by the stairs 
and let yourself out.” 


Calm, kind, and acutely intelligent, she had long 
ago learned to stay human in emergencies—by living 
where emergencies were routine, in the heart of one 
of Chicago’s poorest immigrant neighborhoods. 


Here she had settled down to her life work —help- 
ing people. No sociologist or social worker, she left it 
for others to make this a science. To her, it was an 
art. An art she practiced so beautifully that, even- 
tually, while she was loved around Halsted Street, 

she was admired around the world. 


When, in 1935, Jane Addams.of Hull House died, her little grandniece, seeing 
hundreds of children among the mourners, asked, “Are we all Aunt Jane’s children?” 


In a sense, we all are. For the work Jane Addams did and the lessons she taught 
~ still help us all. And they prove magnificently the fact that America’s greatest wealth 
lies in Americans. 

It is the character and abilities of her people that make this country strong. And it 
is these selfsame people who make our nation’s Savings Bonds one of the world’s 
finest investments. For in U.S. Savings Bonds your principal is guaranteed safe to 
any amount—and your interest guaranteed sure—by the government that represents 
the united strength of 168 million Americans. So for your family’s security, buy 
Savings Bonds. Buy them at your bank or through the Payroll Savings Plan at work. 
And hold on to them. 


PART OF EVERY AMERICAN’S SAVINGS 
BELONGS IN U.S. SAVINGS BONDS 


The U.S. Government does not pay for this advertisement. It is donated by this publication 
in cooperation with the Advertising Council and the Magazine Publishers of America. 
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